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CREDITS AND COLLECTIONS 




I 

What Credit Is 


E verybody knows what credit is, but not all of us 
mean precisely the same thing when we use the 
word. The auditor, having his account books in 
mind, may think of credit as an entry on his records 
of payment that has been received, or that credit is 
that side of an account on which such entries are 
made. Other men, having other purposes, give the 
word other meanings. 

Our concern in this book is with a method of 
business whereby value is given now in return for 
payment which is put off until some time in the 
future. It is in that sense that we think of credit. 

The word is derived from the Latin credo, meaning 
“ I believe.” Credo itself is a combination of two older 
words—the Sanskrit crad, meaning “trust” and the 
Latin do, meaning “to give” or “to place.” Thus 
credit Is trust or confidence placed by one man in 
another. It is belief in him, and, inasmuch as it is a 
business term, that means it is a belief that he will 
do what he should do, meet his obligations, pay his 
debts, give value for value he has received. As a 
business method, credit is the agency by which such 
belief or trust is put to practical use. 

DEFINITIONS OF CREDIT 

How we see credit depends upon the angle from 
which we view it. There are, therefore, many defini- 
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tions of credit, all of them true, and yet all of them 
different. In general, however, we may say there are 
two main aspects: 

1. Credit as a potentiality 

2. Credit as an actuality 

The first aspect is reflected in the definition by 
Joseph French Johnson: “Credit is the power to 
obtain goods or service by giving a promise to pay 
money (or goods) on demand or at a specified date 
in the future.” 

In that definition, you will notice, credit is a power 
which is possessed even though it may never be used. 
It is in this sense that the borrower thinks of credit; 
the extent of his credit is the extent to which he is 
able to borrow. 

The second aspect is indicated in the definition 
by H. D. McLeod: “A credit is the present right to 
a future payment.” 

Here, you note, credit is something real; it is the 
potentiality which has become an actuality. It is 
in this sense that the lender thinks of credit. He has 
something at stake, and credit gives him a right of 
action against the borrower. 

In the light of the two aspects of credit, consider 
the following definitions: 

Credit is purchasing power. (Mill.) 

The essence of credit is confidence on the part of 
the creditor in the debtor’s willingness and ability 
to pay his debt. (Holdsworth.) 

Credit may be called a “short sale” of money. 
(Johnson.) 
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Credit is a “sale on trust.” 

The exchange of an actual reality against a future 
probability. (Levasseur.) 

Credit may be defined as the power to secure com¬ 
modities or services at the present time in return 
for some equivalent or services at a future date. 
(Bullock.) 

Credit is the personal reputation a person has, in 
consequence of which he can buy money or goods or 
labor, by giving in exchange for them, a promise to 
pay at a future time, (MacLeod.) 

The power to secure the present transfer of wealth, 
measured in dollars or other monetary standard, by 
a promise to pay at a future time, based on the 
confidence of the seller in the ability and the willing¬ 
ness of the buyer to meet his obligations. (Wall.) 

A credit in law, commerce and economics is the 
right which one person, the creditor, has .to compel 
another person, the debtor, to pay or do something. 
(MacLeod.) 

The transfer of something valuable to another, 
whether money, goods or services, in the confidence 
that he will be both willing and able, at a future 
day, to pay its equivalent. (Tucker.) 

THE NECESSARY ELEMENT 

Although these definitions differ from each other, 
they are, in reality, not in conflict; the authors 
merely are stressing different elements. From the 
definitions of all of them, however, you may gather 
one central fact: 
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The most important characteristic of 
credit is confidence. 

Confidence is the necessary element in every 
credit transaction, for a credit transaction involves 
the future, and when we are dealing with the future, 
uncertainty always is present. 

Strictly speaking, credit is not given. Credit men, 
that is, men who authorize credit transactions, are 
accustomed to speaking of giving credit or granting 
credit. Such a view would limit credit to “the present 
right to future payments” and would measure the 
credit of a man by his obligation to pay. With this 
view his credit standing would not remain constant. 
Today, owing many persons, he would have $10,000 
of credit; tomorrow, having paid his debts, he would 
have no credit. 

To regard credit as a power is more reasonable. 
This power is not limited to the extent to which it 
may be in use at any particular time. According to 
the person possessing it, it varies from infinitely 
great to almost nothing at all. In this sense, credit 
is not given; it is granted only in the sense that it is 
conceded. It is a quality to be recognized and ap¬ 
praised, not something to be given. The borrower 
does not ask for credit; he offers it. The lender ac¬ 
cepts or rejects it, according to whether his appraisal 
of the credit is high enough. 

Viewed as a part of the study of economics, the 
entire subject of credit may be considered to have 
three phases: 

I. Credit analysis 
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2. Credit measurement and credit protection 

3. Credit transactions between individuals, be¬ 
tween governments, and between individuals 
and governments 

In its entirety, the study of credit is worthy of the 
deep and continued researches of the learned econ¬ 
omist. The average businessman, however, has far 
too little time to devote to such a broad social prob¬ 
lem. His more immediate concern is with the status 
and use of credit as it affects his particular business 
organization. The most important things for you to 
know are how you can measure and protect the 
particular credit in which you are interested directly. 

Among businessmen there is a great deal of loose 
thinking in regard to credit, wealth and capital; some 
even think that all three terms amount to practically 
the same thing. It is a misunderstanding that we 
should clear up right at the start of our study of 
credit, for if we are to use credit intelligently and 
profitably, we must be precise in our knowledge. 

CREDIT AND WEALTH 

Credit is not wealth. Neither is it capital. Wealth, 
we might say, is any physical or material thing that 
supplies a human want, provided that the thing is 
limited in amount and has value. Wealth is something 
that can be traded in, such as land or money or 
groceries, as contrasted with something that is free, 
such as air or water. Wealth consists of economic 
goods. Capital, or capital goods, consists of economic 
goode used to produce wealth. 
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Credit cannot be capital or wealth because it is 
not physical or material. You may transfer wealth 
from one man to another, but there is no possible 
way by which the man who has no credit can obtain 
the credit which another man possesses. You cannot 
bestow your credit upon another man; the most you 
can do is to use your credit to guarantee or become 
surety for him. 

To clarify the difference between wealth and credit, 
let us consider what happens to the status of both 
the borrower and the lender in the course of a credit 
transaction. We will assume that John Smith owns 
an automobile valued at $i,ooo, which he wants to 
sell. We will also assume that William Jones wants 
to buy that $i,ooo car and that his wealth consists 
of ^400 which he has saved. Smith sells the car. 
Jones gives him for it ^400 in cash and a promissory 
note for ^600. 

Before the car changed hands, the financial state¬ 
ments of the two men were like this: 

John Smith 

Assets Liabilities 

None 

Car. $1,000 Net worth. $1,000 

$1,000 $1,000 

William Jones 

Assets Liabilities 

None 


$400 Net worth. $400 

$400 $400 
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Now see how they stand after the transfer has been 
made: 

John Smith 

Liabilities 
None 

$ 400 Net worth. ji,ooo 

600 _ 

ji,ooo $1,000 

William Jones 

Assets Liabilities 

Car. $1,000 Note payable. $ 600 

Net worth. 400 

$1,000 $1,000 

After the car changed hands, there was neither 

more wealth nor’ less than there was before. The 
various items that went to make up the wealth of 
both Jones and Smith were merely shifted about by 
means of credit. 

Let us assume that the automobile in question 
was a taxicab and that as soon as Jones obtained 
possession of it he began carrying passengers at rates 
that were highly profitable. In a very short while he 
had saved enough money to pay his debt to Smith. 
Then, freed of all obligations and the owner of a 
$1,000 car, his wealth was exactly $600 more than 
it had been when his total assets consisted of only 
$400. 

At the same time, Smith, with $1,000 in cash in 
the place of the $1,000 car, had just as much wealth 
as he had had before. The aggregate wealth of the 
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two men, then, was $600 greater than it had been 
before the credit transaction. 

The additional $600, however, was not created 
by credit, but rather by the use of the car which 
represented $1,000 in wealth. The new money came 
out of the pockets of the men and women whom 
Jones transported about the streets, each one of 
whom was 50 cents poorer every time he gave Jones 
50 cents for a ride. From the standpoint of society 
at large, there was no more wealth than before, but 
Jones had a larger share of it. Credit had provided 
him with his opportunity. 

Greater activity and greater income 
are made possible by credit transactions. 
Because of this, good credit has value. 

Guard your credit reputation Us carefully 
as any form of tangible wealth. 

THE EXCHANGE OF VALUES 

It is when you are exchanging values that you 
use credit. Usually these values represent tangible 
things—land, raw materials, manufactured articles, 
etc. For the sake of convenience, let us call them 
simply goods. The values of these goods are expressed 
in terms of money. There is, then, a necessary rela¬ 
tionship between the amount of goods and the 
amount of credit which may become involved with 
each other. 

When a businessman is a lender, he wants to be 
repaid, not in goods, but in money. When he is a 
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borrower, it is money he promises to pay. But it is 
goods, not money, that the borrower has obtained 
from the lender. These goods he must convert into 
money so that he can repay his debt. 

Thus it is that when credit is being measured, a 
prime consideration is the ability of the borrower to 
convert the goods into money within the time limit 
fixed by the terms of the credit transaction. Were it 
not for this necessity of converting the goods into 
money, the limit of credit, theoretically, would be 
fixed, at any given time, only by the volume of 
goods subject to exchange. 

A borrower’s ability to pay, of course, is deter¬ 
mined also by the amount of money into which he 
can convert a given quantity of goods. So we arrive 
at the measurement of an individual’s credit. 

At any given level of prices, credit is 
fixed by the borrower's wealth, plus his 
ability to produce wealth, and modified 
by the extent to which he can convert his 
wealth into money. 

From this it readily can be seen that a man’s 
credit limit is variable. With plenty or scarcity, the 
value of his goods may be low or high; with business 
swinging up or swinging down, his ability to produce 
wealth is increased or decreased; with markets active 
or sluggish, the ease and rapidity with which he can 
convert his goods into money are helped or hindered, 
and the amount of money he can get for his goods is 
greater or less. 
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THE FUNCTIONS OF CREDIT 

There are three different ways of looking at the 
service that credit performs. One view is that credit 
avoids the use of money; another view is that it is 
a substitute for money; a third view is that credit 
is merely an option on money. Whatever view is 
taken, however, it is agreed that credit, like money, 
is a medium of exchange. Credit is the means by 
which capital flows to aid production. It serves also 
to speed up consumption by facilitating production, 
exchange, and consumption of goods. Credit Is re¬ 
sponsible for a higher general standard of living than 
would be possible without it. 

Business is done more quickly, more surely and 
more conveniently with credit than with money. It 
has been said truly that credit, and not money, is 
the principal medium of exchange. The actual amount 
of money in circulation is very small indeed when 
compared with the actual volume of business. One 
advantage of credit over money Is that it is an elastic 
medium of exchange which may be contracted or 
expanded to meet fluctuating markets, for credit is 
created and retired as the movement of business 
swells and decreases. 

Although the main function of credit is to serve as 
a medium of exchange, there are many other ways 
in which it is beneficial. It permits small sums to be 
concentrated through savings banks, bonds, stocks 
and the like, thus making it possible to finance large 
enterprises whose products are distributed for the 
benefit of the people in general and of the contributors 
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of the capital in particular. People are urged to 
save through the knowledge that every sum, however 
small, may be used to a profit by its owner. 

It is through credit relations that the interests of a 
people are bound together, for the welfare of a debtor 
is a matter of concern to the creditor. Substantially 
all of us are in both classes. Credits permits the man 
without capital to engage in a business enterprise; 
it also permits the man who lacks sufficient cash to 
buy all sorts of commodities, including expensive 
items, such as automobiles, pianos, and homes. In 
this way credit tends to raise the standard of life. 

Modern methods of production and distribution 
have been aided greatly by credit. Today, large- 
scale production, rapid transportation, and instant 
communication are possible only because of what 
credit has done for them. Manufacture generally is 
completed by stages, and, in many cases, a long 
interval elapses between the time goods are made 
and the time they are bought and used by the ulti¬ 
mate consumer. Materials may pass through several 
processes and ownerships before the wholesaler, the 
retailer, and, finally, the consumer get them. At each 
stage, credit aids In financing the article. The Instru¬ 
mentality through which credit chiefly works is the 
bank. 


CREDIT ABUSES 

Often the ease with which one man, through credit, 
may use the capital of other people leads to disaster. 
A spirit of adventure is prompted by easy credit, 
and enterprises are launched that have no sound 
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economic justification. In other cases, sound enter¬ 
prises become unsound because easily obtained 
credit is used for overexpansion. 

In every credit transaction there is a doubt as to 
whether or not the credit has been justified. This 
doubt is not removed until the pledge to pay has 
been redeemed. 

Under the best of conditions there may be errors 
in evaluating the credit risk, and even the soundest 
risk may be weakened later on by changing conditions 
or by unavoidable misfortunes. These, however, are 
the risks of business. They can be kept at a minimum 
when intelligent and conscientious study are used 
at the time the credit is granted. 

The abuse of credit comes when a careful investiga¬ 
tion does not reveal a reasonable certainty that credit 
will be redeemed. Credit, in general, likewise is 
abused when it is out of proper relationship to the 
volume of business. Overexpansion, overtrading, 
speculation, and extravagance may be traced to the 
abuse of credit. 

Credit is a lien upon the future, and, 
when you have wrongly estimated the 
production power of the future, the result 
is unfortunate and often disastrous. 

Many business enterprises are not so profitable as 
people suppose; usually the profit margin is small. 
Every year many, many enterprises are discontinued, 
or are continued, without going through bankruptcy, 
under settlements to creditors. In either case, losses 
are suffered by persons who extend the credit. 
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In many cases business enterprises are kept running 
at a loss. If, however, the safety of creditors is to be 
secured, such losses cannot be allowed to continue 
too long, for all losses mean the surrender of capital. 
You can see readily that you will have no easy task 
in choosing the safe risk and rejecting the unsafe 
one. 

BUSINESS CYCLES 

Business never stands still; it oscillates between 
periods of prosperity and periods of depression at 
irregular intervals and with different degrees of in¬ 
tensity. No means have yet been devised to control 
this business cycle. Nevertheless, it is the credit 
manager’s problem to anticipate the business trends, 
because he is measuring the solvency of a business 
organization at some future date. 

The credit man must take into consideration three 
types of movements which may have an eflFect on 
the solvency of a business house: 

—the regular seasonal movement 
—the condition of business in general 
—conditions in the particular industry concerned 

Usually we think of the business cycle as embracing 
two periods, prosperity and depression. Actually, 
however, there are a number of different phases of 
business within a cycle. Generally speaking, the 
business cycle may be divided into four periods: 

1. Prosperity 

2. Crisis 

3. Depression 

4. Recovery 
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To some extent these periods overlap each other. 
Business passes gradually from one period to the 
next, and before one cycle is completed, another one 
is beginning. Sometimes, indeed, economists cannot 
agree as to just which years or months are prosperous 
and which are not. 

How important the complete business cycle is to 
the credit man depends upon the time it takes. If it 
is short in time and great in scope, it is far more 
significant to him than if the cycle is spread over a 
long period and the movement is not so great. The 
reason for this is that the commercial credit man will 
have a large number of credit turnovers in the long 
period. 

The causes of business cycles is a matter upon 
which economists are not agreed. One of the theories 
is known as “Beveridge’s competition theory.” Ac¬ 
cording to this, competition inevitably results in 
overproduction. This gluts the market, prices fall, 
production Is curtailed, and depression follows; grad¬ 
ually, consumption overtakes production, demand is 
created, and prosperity returns. 

Another theory, advanced by Hobson, declares 
that in prosperity prices and profits rise and this 
causes people to save; consumption does not keep 
pace with production, liquidation follows and prices 
fall. 

That the business cycle is due to the changing 
costs of construction is the theory of George H. 
Hull. There is little change, he holds, in the demand 
and supply of food, shelter and clothing. The begin¬ 
ning of a building boom starts an artificial prosperity. 
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This culminates in a crisis when builders begin bid¬ 
ding against each other for materials, workmen, and 
money. Building becomes so expensive that new 
contracts are not placed, building ceases, and depres¬ 
sion follows. Depressions, he believes, are caused by 
high construction costs and are foreshadowed by 
high prices for steel and iron. 

Lescure’s theory is that the period of prosperity 
comes to an end because costs creep up on selling 
prices. Prices have their limit; therefore, profits cease. 
Liquidation of the weakest businesses follows, and 
prices fall until they are held up by the demand for 
food, clothing, and other necessities. Then the pendu¬ 
lum starts swinging upward once more. 

It is the theory of Irving Fisher that crises are due 
to too slowly rising prices. A rise in price, he believes, 
precedes a rise in the interest rate, and this has the 
effect of lowering the real interest rate. To make 
this clear, let us use an example. 

Jones lends Smith ^i,ooo at 6 per cent. During the 
period of the loan prices advance 3 per cent so that 
Jones needs $1,030 to replace the goods, which, at 
the beginning of the loan, were valued at only $1,000. 
The real interest rate, then, is not 6 per cent, but 
3 per cent. To get a return on his investment up to 
what it should be, Jones raises the interest rate. 
Prices, however, are rising even faster than the inter¬ 
est rate, which lags behind the price. 

In such conditions, increased profits stimulate in¬ 
creased borrowing. The rising value of collateral makes 
increased borrowing possible. Rising prices stimulate 
buying, and so production increases. Meanwhile, 
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interest rates have increased, but they still lag behind 
prices. Eventually, the consuming public has bought 
all it needs, and demand ceases. This is commonly 
known as a buyer’s strike. Prices stop rising, but 
the demand for money continues and interest rates 
soar above profits. Banks begin to curtail their 
credit; loans must be met; and to raise money goods 
are sold at sacrifice prices. The public is disinclined 
to buy on a falling market, and the businessmen who 
are in the weakest position fail or are carried along 
by their creditors until a more advantageous time for 
liquidation. During liquidation, there is a period of 
depression. This is followed by recovery, and another 
business cycle starts. 

CREDIT IN THE CYCLE 

In connection with the business cycle, the problem 
for the credit man is threefold. He must interpret: 

—the present position of the cycle 

—the trend of business 

—the period of transition from the present to 
the next phase of the cycle 

Your interpretation cannot be done by guesswork 
or by hunch. You must have the most complete 
facts possible concerning business and mtist analyze 
them with the greatest degree of skill. Should you 
leave out of your calculations any significant facts, 
your conclusions are likely to be wrong. 

Also in forecasting business you must remember 
that the normal progress of the cycle may be diverted 
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by factors that you could not have foreseen. These 
would include such causes as crop failure, tariff 
changes, new inventions, labor troubles, shifting 
popular demands, or the sudden opening of new 
mines. The facts which you need are so many that it 
is not likely you will be able to unearth all of them 
by your own efforts. 

You will do well to rely upon business-reporting 
services which make a speciality of interpreting gen¬ 
eral business trends. It is even a good idea to use 
two or more of these services so that one may be 
checked against another. All the data and inter¬ 
pretations assembled should, of course, be supple¬ 
mented by your own observation and judgment. 

Let us assume that the business cycle begins with 
a state of prosperity. There is generally increased 
buying, and most of it is on credit. This buying 
activity makes prices rise. The rising prices result in 
larger inventories. This, too, raises prices. Sales in¬ 
crease in volume and increase still more rapidly in 
price. 

A boom is on. The margin of profit widens because 
costs lag behind prices. Concerns working near 
capacity consider the advisability of increasing plant 
and equipment. Expansion takes place, but it is 
financed largely through credit. With expansion, how¬ 
ever, the business structure becomes weakened. 
The expansion of credit results in more accounts 
receivable and more accounts payable, causing large 
inventories and greater bonded indebtedness. The 
large inventory and the greater facilities are obtained 
at a high price. 
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It is only by increased purchasing by the general 
public that the fast pace and high prices can be 
kept up. Here and there, breaks occur in certain 
commodities through the effort to keep up sales. 
Costs begin to creep up on the margin of profit. 
Creditors begin to realize that much of the credit 
is being carried at prices that may not be sustained. 
Loans are being called and liquidation must be made 
to pay them. Securities and inventories are thrown 
on the market, and there is forced selling. Business 
has reached a crisis. 

If the transition from prosperity to depression is 
sufficiently spectacular, we have a panic. Business 
falls rapidly from prosperity to depression. A panic, 
it should be noted, usually is short, sharp, and decisive 
in its results. Depression is a condition of long 
duration. 

As business continues to sag, prices once more be¬ 
come stable, although at a lower level, or they decline 
more slowly for a time. Weaker enterprises gradually 
are shaken out by Insolvencies; others weather the 
liquidation process. All business organizations are 
affected, however, to some extent, by depreciation in 
the value of inventories and by less liquidity of 
receivables. Because there is less business, overhead 
charges are proportionally higher. Costs must be cut 
and it is difficult to cut them. Losses are taken. The 
depression is not over until liquidation has been 
effected. 

With liquidation completed, the cycle begins to 
swing up again toward prosperity. Generally, all 
business does not recover at one time; some industries 
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show improvement while others remain in the depres¬ 
sion. One by one, they begin to move upward, until, 
in time, recovery becomes general. 

With the period of recovery, demand for goods 
increases, inventories begin to move, which means 
that a business concern is both buying and selling. 
Prices stiffen again, a margin appears between costs 
and sales; collections improve; confidence is being 
restored. Gradually, revival merges into a stage of 
general prosperity. 

There is little that you, as a single busi¬ 
nessman, can do to interrupt or control 
the movement of the business cycle. You 
can, however, avoid much of its disaster 
by conservative and wise use of your 
credit. 


CREDIT DOCUMENTS 

You use credit by means of credit documents, 
which are merely the evidences of credit transactions. 
Such a variety of them has been developed that we 
now have a credit document or instrument for any 
commercial purpose you may need. 

There are two distinct classes of credit instruments: 

1. Credit instruments of general acceptability 

2 . Credit instruments of limited acceptability 

Instruments of general acceptability pass freely 
about the community without question and usually 
at their face value. Certain forms of money are 
about the only credit instruments which meet this 
qualification. 
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In all other credit instruments, confidence is some¬ 
what limited. They are accepted or rejected only 
after they have been appraised carefully. They serve 
as a medium of exchange, but with varying degrees 
of acceptability. Some of them are almost generally 
acceptable, while others have almost no acceptability. 

There is another way of classifying credit docu¬ 
ments : 

1. Orders to pay. These include drafts, trade 
acceptances, bills of exchange, circular letters 
of credit, etc. 

2 . Promises to pay. These include promissory 
notes, bank notes, book orders, bonds, bank 
deposits, etc. 

The document itself reveals in which class it should 
be placed. You will note, however, that some docu¬ 
ments, in different stages, represent each class. The 
draft, for example, is first an order to pay, and then, 
upon its acceptance, it becomes a promise to pay. 
Obviously, it is much more acceptable as a promise 
than it is as an order. The draft may have no value, 
because the person upon whom it is drawn is not 
obliged to honor it, but when the drawee agrees to 
pay it, then it becomes enforcible. 

Another way to classify credit is according to the 
use to which the credit documents are put. Some 
kinds of credit are commercial and some banking. 
The open book account might be classified as com¬ 
mercial, because it is only in commercial business 
transactions that it is used. Checks, travelers’ checks, 
bank drafts, certificates of deposit, and similar instru- 
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ments might be classified as exclusively |)anking. 
Such documents as promissory notes, trade accept¬ 
ances, drafts, and bills of exchange are both bank 
and commercial documents. Stocks, bonds, mortgages, 
and debentures are purely documents of investment 
credit. 

Credit of general acceptability or credit money is a 
matter that does not concern the credit man im¬ 
mediately, his concern is with credit of limited 
acceptability. It is here that credit caution begins. 

A thorough knowledge of the uses of 
instruments of credit of limited accept¬ 
ability is highly important. 

When credit was first used, it probably was oral. 
The chances are, however, that it was not a great 
while before some written record was made of the 
credit transaction. This record, of course, was made 
by the creditor, since it was to his advantage not to 
forget it. From this primitive record grew the book 
account. 


THE BOOK ACCOUNT 

Strictly speaking, the book account is not a credit 
instrument, since it is merely a memorandum of a 
sale. But because it is the personal property of the 
creditor and he may sell it, the purchaser thereby 
acquiring the same right of action as the seller held, 
it is treated as a credit instrument. 

To illustrate the most elemental form of book 
credit, we will suppose that you walk into a tobacco 
shop where you are known and buy a box of cigars. 
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Nothing is said about credit or the time of payment. 
Perhaps even the price is not mentioned. Neverthe¬ 
less, v'hen the sale is made, there are implied all the 
conditions necessary to a contract which can be 
enforced. Confidence is mutual, the dealer records 
the sale, and upon this record both you and he rely. 

To the book entry modern business has added many 
other evidences of debt. The retailer uses a sales slip 
made out in detail and, usually, in duplicate, and 
often it is signed by the purchaser. In some cases an 
identification coin is used to establish the identity of 
the purchaser, and the records are made in the 
charging and delivery departments. 

A wholesaler or manufacturer usually has a signed 
or written order which states the terms and con¬ 
ditions of the contract. The records of the charging 
department, the invoice, the bill of lading, and the 
delivery receipt, all are evidences of the transaction 
and can greatly aid the seller who might have diffi¬ 
culty in proving the book credit. 

There are many advantages in the open book 
account. It is a quick and easy way to record a sale on 
credit. It saves the time of both buyer and seller. It 
eliminates the necessity of carrying large sums of 
cash. It stimulates sales. The book account may be 
sold, although it ranks much lower as a desirable 
asset than do most of the other credit instruments. 
Book accounts of a wholesaler are considered more 
desirable than those of a retailer. Banks frequently 
have book accounts assigned to them as pledges for 
loans. Finance companies make a specialty of dis¬ 
counting book accounts. 
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Two principal weaknesses lie in the book account 
as a credit instrument: 

1. The date of maturity of the credit often is not 
sufficiently definite. Payment is made through 
the voluntary action of the debtor and there 
is no effective method of forcing him to pay 
promptly. 

2 . The book account is not prima facie evidence 
of the debt which may be substantiated only 
with difficulty by other evidence. 

NEGOTIABLE AND NON-NEGOTIABLE 

Some credit instruments are classified as negotiable 
and some as non-negotiable. All of them are negotiable 
in the sense that you can transfer the ownership, but 
some are negotiable only in the restricted meaning of 
the word. These latter have certain additional char¬ 
acteristics which make their transfer simpler and 
which give certain special protection to the holder 
provided he is an innocent holder for value. 

Such negotiable or transferable credit instruments 
come within the provisions of the negotiable instru¬ 
ments law. The non-negotiable instruments are 
governed by the law of ordinary written contracts. 

Two principal characteristics distinguish negoti¬ 
able instruments from ordinary contracts: 

1. It is presumed that consideration has been 
given for them. 

2 . They are readily transferable. 

The first characteristic is important, because, in 
the event that you are bringing action on the instru- 
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ment, the burden is not on you to prove, as is the case 
with the ordinary contract, that the promise you 
are seeking to enforce rests upon a consideration. In 
connection with the second characteristic, if you are 
the assignee of an ordinary contract and are suing 
upon it, the defendant may set up against you all the 
defenses he may have set up against the man who 
assigned the contract to you. 

Negotiability, on the other hand, gives to you as 
transferee a legal title and a right to sue in your own 
name. If, as transferee, you are a holder for value 
without notice, you are free from the defenses that 
might have been set up against your transferor, ex¬ 
cept those which would nullify the contract alto¬ 
gether. Thus, you really have a better title than the 
original holder. You are subject, naturally, to the 
defenses of forgery, alteration or infancy of the maker, 
but you are not subject to such defenses as fraud, 
duress or want of consideration. 

To be negotiable, your credit instrument must con¬ 
form to the following express provisions of the Negoti¬ 
able Instruments Law: 

1. It must be in writing and signed by the maker. 

2. It must contain an unconditional promise or 
order to pay a certain sum in money. 

3. The time of payment must be fixed or deter¬ 
minable. 

4. It must be payable to order or to bearer or 
•must contain other words of negotiability. 

5. It must be specific as to parties. 

6. It must be delivered with intent to convey title. 
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You negotiate an instrument hy delivering it, if it 
is payable to bearer, or by indorsing and delivering it, 
if it is payable to order. All indorsements, naturally, 
do not have the same effect. If you merely sign as an 
indorser, that constitutes a blank indorsement and 
not only conveys title, but adds your guaranty to the 
instrument. 

A special indorsement can direct that the payment 
to be made to a particular person, or you may make 
your indorsement restrictive to suit your purpose. By 
a restrictive indorsement you may forbid the indorsee 
further to negotiate the instrument or you may give 
to the indorsee title for a specific purpose only, such 
as, “Pay to John Smith to pay to William Brown” or 
“For deposit to the credit of William Williams.” 

You may also, as indorser, qualify your indorse¬ 
ment by prefixing the words “without recourse” or 
any other words which show clearly that you do not 
intend to be liable as indorser. By making such an 
indorsement, however, you cannot evade the guar¬ 
anties that the instrument is genuine and that you 
had title to it, but you do evade the responsibility for 
the payment of the instrument. 

You must present your negotiable instrument and 
demand payment on the date it falls due. If it is a 
demand instrument, you must present it for pay¬ 
ments within a reasonable time from the date it is 
drawn. To determine the due date, the day the instru¬ 
ment is drawn is excluded from the calculations and 
the date of payment is included. Should the instru¬ 
ment fall due on a Saturday, Sunday, or legal holiday, 
it is payable on the next succeeding business day. 
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Should a negotiable instrument be dishonored, 
notice may be given to the drawees and indorser. 
Failure to give notice may act to discharge the in¬ 
dorser’s liability. If you are the holder of such an 
instrument, therefore, notify all parties in order to 
hold your full rights. Usually notice of dishonor is 
given by formal protest through a notary public, 
although this is not essential. 

THE PROMISSORY NOTE 

A more advanced form of credit instrument than 
the open book account is a promissory note. It is both 
a commercial and a banking credit instrument. In the 
words of the regulation of the Federal Reserve Board, 
“A promissory note is a conditional promise in writ¬ 
ing, signed by the maker, to pay in the United States 
at a fixed or determinable future time a sum certain 
in dollars to order or to bearer.” If drawn to order 
or to bearer, it acquires the privileges and protection 
afforded by the Negotiable Instruments Law. 

It is the purpose for which a promissory note is 
used that makes it significant. This purpose is to pro¬ 
vide evidence of a debt which has been incurred 
through the purchase of goods or through the advance 
of capital. 

As a creditor you are interested in the note as a 
credit document because it is necessary to appraise 
the note’s value when it is offered to you by a debtor, 
and .because it is necessary to appraise, also, the 
value of any notes which your debtor may be holding 
as assets. In other words, notes may appear in a 
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financial statement as assets or as liabilities. In either 
case you must appraise their value. 

In using a promissory note in place of an open book 
account you have these distinct advantages: 

It is positive evidence of debt. 

It fixes definitely the time and amount of pay¬ 
ment. 

It precludes to a great extent the possibility of 
dispute as to quantity and quality of goods. 

It is a more effective means of securing payment 
promptly. 

It has a higher value as a salable asset. 

Despite the advantages of the commercial note, 
however, you are not likely to use it as much as you 
do the open book account. The reason is that it is 
through the open book account that most business is 
conducted. Rarely does a consumer give a note unless 
he is purchasing on the installment plan. Seldom does 
the manufacturer require a note from the wholesaler 
or retailer unless the purchaser is regarded as an 
inferior credit risk or to give evidence of a debt 
already due on which an extension of time is granted. 
It is only In a few Industries, such as lumber and 
jewelry, that we find exceptions to the general 
practice. 

The almost universal preference for the open book 
account may be traced to its simplicity and the mini¬ 
mum of accounting it entails, as well as to the in¬ 
flexibility of the promissory note. It is only the open 
book account that is adapted to the cash discount 
system, for example. 
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CREDIT WITH BONDS 

Important among negotiable instruments are bonds. 
A bond is a written promise under seal to pay a 
specific sum of money at a fixed time in the future. 
Usually the face of the bond is $ioo, $500, or $1,000; 
the time of payment usually is 10 years or more after 
the bond is drawn, and usually the bond is one of a 
series of similar bonds all carrying a fixed rate of 
interest. It is a more formal instrument than the 
promissory note. 

Bonds may be classified in five different ways: 

1. By the character of the obligor. The two main 
types are cm/bonds, issued by Federal, state, 
and municipal governments, and corporation 
bonds, issued by industrial, commercial, pub¬ 
lic utility, and public service corporations. 

2. By the purpose of issue. The purposes vary 
widely, the money raised being intended for 
building, equipment, running expenses, and so 
on. 

3. By the character of the security. Some bonds, 
such as civil bonds and corporate debenture 
bonds, are unsecured. Others are secured by 
personal guaranty or by lien security. Those 
secured by lien security include first mortgage 
bonds, general mortgage bonds, and col¬ 
lateral trust bonds. 

4. By the terms of repayment. In this classifi- 
. cation, bonds are called “straight maturity 

bonds,” “callable bonds,” “perpetual bonds,” 
“serial bonds,” and “sinking fund” bonds. 
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5. By the form of the bonds. Bonds may be 
coupon bonds, registered bonds, or registered 
coupon bonds. 

Some bonds—those which meet the requirements 
of the Negotiable Instruments Law—are negotiable. 

A bond is purely an instrument of investment 
credit. Sometimes you must appraise it as an asset, 
although usually you must appraise it as a liability 
of a prospective or actual customer. Usually the 
duration of mercantile or bank credit falls within the 
period of credit of the bond and so has precedence 
over the bond. It is well to remember, however, that 
under certain conditions the bond issue may be due 
almost immediately. The interest on the bond also 
may be due almost immediately. The interest is, of 
course, a current obligation. 

In appraising a bond as a liability, pay 
special attention to the purpose of the 
issue, the authorized amount of the issue, 
the amount actually issued, the interest 
rate, the maturity date, and the method of 
retirement. 

STOCKHOLDERS AS CREDITORS 

Like bonds, shares of stock, although they are, 
strictly speaking, neither orders nor promises to pay, 
may be treated as credit instruments. A share of 
stock represents a fraction of ownership in a cor¬ 
poration, and the certificate of that fraction of owner¬ 
ship may be transferred from one person to another, 
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with certain restrictions in the same way as other 
credit instruments. 

The stockholder may be considered as a sort of 
creditor who has loaned money to an enterprise in the 
hope of sharing in the profits eventually, through the 
declaration of dividends, or through the increase in 
the value of the stock. From the viewpoint of the 
corporation, shares of stock are the means of obtaining 
permanent capital, and it is not unreasonable to con¬ 
sider the corporation as a debtor to the stockholders. 

It is well to remember, however, that the rights of 
all other creditors of a corporation are superior to the 
owner-creditor rights of the stockholders. 

The usual rights of a creditor are lacking to the 
stockholder. There is no stipulated maturity, no 
promise to repay, and no possibility of the cor¬ 
poration’s being in default to the stockholders. 
There may be no specified rate of return, and the 
stockholder cannot compel the corporation to repay. 
He can only transfer his part in the corporation to 
another. 

The two main classifications of stock are common 
and preferred. The former represents ownership and 
carries no special privileges. Preferred stock may lack 
some of the rights and privileges of common stock, 
as voting, but it may have certain more or less 
valuable preferences. It may be preferred as to assets 
or as to dividends, or both. On the other hand, its 
dividends usually are limited. 

There are many variations of both common and 
preferred stocks, all having a bearing on the control, 
income, or risk. As a creditor, the creditor rights of 
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the preferred stockholder might be inferior to the 
creditor rights of the common stockholder. 

THE USE OF CHECKS 

That a check is a credit instrument is often dis¬ 
puted. Theoretically, a check is an order to a bank to 
pay at once a certain sum of money which the bank 
is holding for that very purpose. As a practical 
matter, however, instantaneous presentation and 
payment are impossible. In the check, there is an 
element of futurity as well as the confidence of the 
payee that money will be exchanged for the check. 
This is, after all, tinged with some uncertainty, and so 
the check really can be said to be in the nature of a 
credit instrument. 

Whatever theory you may hold about the check in 
the scheme of financial things, be sure to remember 
that credit caution is necessary before you accept one 
of them. Do not let the general use of checks blind 
you to the fact that they are essentially credit instru¬ 
ments of limited acceptability. There is a risk in¬ 
volved, and before you, as payee, assume that risk 
you should satisfy yourself on three points: 

1. That the check is the order of the person 
whose name appears as the drawer. 

2. That the drawer has a claim on a previously 
established quantity of credit with the bank 
on which the check is drawn. 

3. That the bank will be able to meet the 
demand made upon it. 
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The last point above may not seem important in 
normal times, but there have been times, notably in 
the bank crises of 1932 and 1933, when the danger 
was very real. Deposit insurance and other safe¬ 
guards may not always be sufficient in emergencies. 

While the check gives the holder the right to imme¬ 
diate payment in money, its chief use is to transfer 
credit. The average bank pays out relatively little 
money over the counter when checks are presented 
but usually transfers credit in the amount of the 
check from the drawer to the payee. 

It will be necessary for you to use a certain amount 
of care when you use checks. Because the check is 
negotiable, it is easily transferred before it reaches the 
bank on which it is drawn. It may pass through many 
hands, canceling many debts. In this way the use of 
money is avoided. There is some danger in such use 
of a check, however, because if you fail to present it 
for payment within a reasonable time, the drawer 
will be discharged from liability on it to the extent of 
any loss the delay has caused him. 

If you send a check to the bank by some roundabout 
way which would constitute negligence, and if, because 
of the circuitous route, there should be delay, then, in 
the event of the failure of the bank, the loss on out¬ 
standing checks would be divided between the payees 
and the drawers. The payees would bear the loss on 
any checks which they failed to present “within a rea¬ 
sonable time,” subject to credit deposit insurance. 

The bank is under no obligation as to the holder of 
the check until it accepts or certifies it. The most that 
you can do to enforce your rights is to present the 
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check promptly for payment, and, if it should be 
dishonored by the bank, give the drawer due notice, 
and thereafter sue him. The drawer of the check, if his 
credit has been damaged by the wrongful dishonor of 
his check by a bank, can recover from the bank what¬ 
ever sum is awarded him by a jury. 

At this point it will be well to note that checks do 
not always mean what they seem to mean. Suppose, 
for example, that you are the payee of a check marked 
“in full of account” and that, as a matter of fact, the 
check is not full payment. You may accept the check 
in most states, and take proper steps to collect the' 
balance. This, of course, is true only where there is no 
question as to the amount due. Where there is a dis¬ 
pute as to how much is owing you, you may either' 
return the check and sue for the full amount of the 
claim, or you may accept the check in full payment 
of the claim. 

Checks vary widely in their acceptability, accord¬ 
ing to the standing of the men who make them. If 
you sell a man a bill of goods, you may be reluctant 
to accept in payment an ordinary check—frequently 
called a personal check, or if you do accept it, you 
feel uncertain as to whether or not it actually will be 
paid. This is not alone a matter of the ability of the 
drawer, for the maker of a check, who directs the 
bank to pay, may also direct the bank to stop 
payment. 

To a great extent you may oversome the risk in an 
unpaid check by having the bank certify it. This is 
accomplished when the bank stamps the word “cer¬ 
tified” on the face of the instrument and the cashier 
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or the teller initials the certification. When this is 
done, the amount of the check is deducted from the 
depositor’s balance, and the check has now become 
the bank’s acceptance. Certification may be requested 
by the drawer, the payee, or any other legitimate 
holder of the check. 

The value of certification is that the promise of the 
drawer is changed for the promise of the bank. Thus 
payment is virtually assured as long as the bank 
remains solvent. Even after certification, however, 
the drawer may, for valid reasons and with the con¬ 
sent of the bank, delay or stop payment altogether. 

Ranking in value with the certified check is the 
cashier^s check. This is a bank’s own order to pay 
drawn upon itself. Ordinarily, it is used by a bank to 
pay its own obligations, but it may be purchased by 
a customer or even by an outsider for a small fee. 

BAD CHECK LAWS 

The use of checks is so convenient and so wide¬ 
spread that it would be relatively easy for unscru¬ 
pulous persons to use them fraudulently were it not 
that special protection has been provided through 
bad check laws. These laws provide, in general, that 
a man who issues a check or who negotiates a check, 
knowing that there are insufficient funds or credit to 
meet it, is guilty of a crime. 

Teeth have been put into the statutes in most of 
the states by the provision that refusal by the drawee 
to pay because of lack of funds or credit, establishes a 
prima' facie case of intent to defraud and of the 
knowledge that the funds or credit with the bank were 
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insufficient. The burden of proof, in other words, is on 
the defendant to prove that in passing a bad check he 
was not guilty of intent to defraud. 

In many states the giver of a bad check is allowed 
a definite time, varying from 24 hours to 20 days, in 
which to make the check good. If he does so, he 
removes the presumption of fraudulent intent and the 
burden of proof is shifted back to the complainant in 
the event that there is a prosecution based on an 
alleged attempt to defraud. In some cases prosecu¬ 
tion may not start until the allowed time has elapsed. 
In other states, prosecution may be abated if pay¬ 
ment is made within the specified limit. 

The New York Bad Check Law, essentially the 
same as the laws of other states, makes the offense a 
misdemeanor or larcency, according to the circum¬ 
stances. Its text is as follows: 

Sec. 1292-a. Issuing fraudulent check, draft or order; how 
punished. Any person who, with intent to defraud, shall make 
or draw or utter or deliver any check, draft or order for the 
payment of money either in his own behalf or in behalf of 
any other person, or as an agent or representative of another 
or as an officer or agent of a corporation or purporting to be 
such agent, representative or officer, upon any bank or other 
depositary, knowing at the time of such making, drawing, 
uttering or delivering that the makeror drawer has not sufficient 
funds in or credit with such bank or other depositary for the 
payment of such check, although no express presentation is 
made in reference thereto, shall be guilty of a misdemeanor; 
and if money or property is obtained from another thereby is 
guilty of larceny and punishable accordingly. In any prosecu¬ 
tion under this section as against the maker or drawer thereof, 
the making, drawing, uttering or delivering of a check, draft, 
or order, payment of which is refused by the drawee because of 
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lack of funds or credit, shall be prima facie evidence of intent 
to defraud and of knowledge of insufficient funds in or credit 
with such bank or depositary. Where such check, draft or 
order has been protested, the notice of protest thereof shall be 
admissable as proof of such presentation, non-payment and 
protest, and shall be presumptive evidence that there was a 
lack of funds in or with such bank or other depositary. Where 
such check, draft or order has not been protested, a certificate 
under oath of such bank or other depositary that there was a 
lack of funds in or with such bank or other depositary shall 
be admissable as proof and shall be presumptive evidence of 
such lack of funds. The word credit as used herein shall be 
construed to mean an arrangement or understanding with 
the bank or other depositary for the payment of such check, 
draft or order. 

Should you as a creditor make use of the bad check 
laws it is recommended that you serve a written 
notice calling upon the person who passed the check 
to make it good within a certain number of days, the 
time, naturally, coinciding with the limit fixed by the 
law. It may add to the effectiveness of the notice if 
you enclose with it a copy of the bad check law. Do 
not, however, make any threat in the letter of notice. 
Such a threat might constitute a penal offense or be 
considered as blackmail or extortion. 

DRAFTS AND BILLS OF EXCHANGE 

A bill of exchange or a draft is a written order, 
signed by the drawer, ordering the person on whom 
it is drawn to pay a definite sum of money, at a 
definite or determinable time, to the order of a third 
person or to bearer. Often this third person or payee 
is the drawer himself. 


38 



WHAT CREDIT IS, 


This credit instrument, you will note, arises out of 
the initiative of the creditor. It is a demand to pay 
rather than the debtor’s promise to pay. There is, of 
course, no general confidence that the draft will be 
accepted and paid, and so it has little value until the 
drawee has signified his intent to honor it by writing 
the word “accepted” across it’s face and then signing 
it. By this action it becomes the drawee’s “accept¬ 
ance” or promise to pay. 

Such an instrument usually is called a draft in 
domestic commerce, and a bill of exchange when it 
is used in foreign transactions. Drafts usually are 
classified according to the time of their payment. 
Thus we have sight or demand drafts, time drafts, 
which are payable at a fixed future date, and arrival 
drafts, that is, drafts payable upon the arrival of 
goods at their destination. With a few exceptions in 
certain industries, drafts have largely disappeared as 
credit instruments embodying the credit arising out of 
the sale of goods, but some credit men like to use the 
draft as a collection instrument. 

TRADE ACCEPTANCES 

A modified form of draft is in considerable use in 
the form of the trade acceptances. According to the 
definition of the Federal Reserve Board, a trade 
acceptance is a “draft or bill of exchange drawn by 
the seller on the purchaser of goods sold, and accepted 
by such purchaser.” From this definition you can see 
that a trade acceptance is a credit instrument 
properly used only by the seller and the buyer when a 
sale of goods is involved. In fact, the trade acceptance 
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carries on its face the words “ the transaction which 
gives rise to this instrument is the purchase of goods 
by the acceptor from the drawer.” 

In its proper usage the trade acceptance arises 
out of the sale of merchandise. This merchandise 
itself may be the source of the funds which will 
redeem the acceptance at the proper time. The paper, 
therefore, is said to be self-liquidating. For that 
reason, should you wish to discount it at your bank, 
you will find it more acceptable than other forms of 
drafts. 

The trade acceptance is designed to supplant both 
the open credit of the book account and the check in 
payment of it. In practice it is handled as follows: 

You sell some merchandise and send along with the 
goods or the invoice, a trade acceptance form. Often 
this is in duplicate so that the buyer can retain a copy 
for his files. The buyer accepts the document by 
signing his name across its face, dating it, and desig¬ 
nating the bank where it is payable. He then returns 
it to you, and you may discount it at a bank or hold 
it in your safe until it matures. At its maturity, you 
treat is exactly as you would a check. 

Through an amendment to the Federal Reserve 
Act it became lawful for the banks to give domestic 
acceptances. With the domestic acceptance, a bank 
lends its credit to a purchaser of merchandise by 
assuming the obligation to pay. The seller might be 
unwilling to accept the buyer’s credit but might have 
no hesitation in making shipment upon the strength 
of a bank’s acceptance. 

Mr. Brown, in New York, we shall say, wishes to 
buy a quantity of cotton from Mr. Black in Birming- 
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ham. Mr. Black would prefer to sell for cash; also, 
he is a bit uncertain as to Mr. Brown’s credit. Mr. 
Brown, therefore, arranges with a New York bank 
to accept Mr. Black’s draft drawn at 90 days from 
sight. Mr. Black sells the bank’s acceptance to a 
bank in Birmingham. This bank, in the event that it 
needs funds, may resell the acceptance or rediscount 
it. 

Such a transaction, as you readily can see, is 
financed entirely by credit. Neither the buyer, the 
seller, nor the issuing bank has funds tied up. The 
funds are supplied by the purchasing bank in Bir¬ 
mingham. If Mr. Brown has sufficient credit with the 
bank, he may obtain the acceptance at a small cost. 
If not, the bank may require him to put up some 
collateral as surety that when the acceptance be¬ 
comes due he will have funds to meet it. 

A convenient credit instrument is the traveler's 
check. This is, in effect, a promise to pay given by a 
bank, express company or tourist agency, payable 
to the order of the purchaser as payee. The traveler’s 
check is widely used and easily obtainable in denomi¬ 
nations of $10, $20, $50, and $100. Its superiority to 
the personal check is obvious, for the ability of 
the drawer to pay is not questioned. They may be 
purchased for their face value plus a commission of 
per cent. 


WAREHOUSE RECEIPTS 

Two documents which, strictly speaking, are not 
credit instruments are the warehouse receipt and the 
bill of lading. These are, rather, documents of title. 
Even though they contain no direct promise to pay, 
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however, there is the surrender of possession and the 
implied promise to deliver the merchandise. You may, 
therefore, treat them as credit instruments. 

The warehouse receipt is the warehouseman’s 
acknowledgment that he has received for storage 
certain goods which he will deliver on demand, pro¬ 
vided the terms of the receipt are complied with. The 
warehouse receipt may be negotiable or non-negoti- 
able. In negotiable form it permits the goods to be 
delivered to the bearer or to a specified person or to 
his order. In non-negotiable form the goods will be 
delivered only to the depositor or to a person named 
specifically in the receipt. 

Frequently, warehouse receipts are used as col¬ 
lateral for bank loans. Except where the merchandise 
is not subject to rapid physical deterioration or to 
excessive market depreciation, such collateral is 
desirable. 

A bill of lading is a document issued by a common 
carrier to a shipper. It serves as a receipt for goods, a 
contract to deliver the goods, and a document of 
title. Bills of lading are of two kinds, the straight 
bill of lading and the order bill of lading. The straight 
bill of lading is not negotiable and is prominently so 
marked. The order bill of lading is negotiable. 

Bills of lading, especially order bills of lading, are 
an important form of collateral available to banks as 
security for loans. Under the straight or non-negoti¬ 
able bill of lading, title to the goods rests with the 
consignee. Under the order bill of lading title is 
retained by the person to whose order the bill of 
lading is made, usually the shipper himself, until the 
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bill of lading is indorsed and delivered to another 
person. By this action the title to the shipment is 
conveyed. The carrier, not knowing who may have 
title, will deliver the shipment only upon the sur¬ 
render of the bill of lading. 

The order bill of lading in the hands of a bank is 
equivalent to possession of the shipment. It is, there¬ 
fore, excellent security for a loan, provided, of course, 
that the shipment is not of a perishable nature, has a 
ready market and is not subject to a serious depreci¬ 
ation in price. 

The straight bill of lading, permitting delivery by 
the carrier to the consignee without the surrender of 
the bill of lading, does not offer the same protection 
to the bank. By means of the order form of bill of lad¬ 
ing the shipper makes what is equivalent to a C.O.D. 
freight shipment. The order bill of lading, properly 
indorsed and accompanied by an “upon arrival of 
goods” draft, is forwarded to the bank in the con¬ 
signee’s city. When the goods arrive, the buyer goes 
to the bank, pays the draft, obtains the bill of lading, 
and then gets possession of the shipment. 

LETTERS OF CREDIT 

The letter of credit is another widely used document. 
It substitutes the credit of the bank for the credit of 
the individual, firm or corporation. Letters of credit 
are of two classes: traveler’s letters of credit, issued 
to provide the traveler with funds, and commercial 
letters of credit, issued to overcome the difficulties 
arising between foreign buyers and sellers in arrang¬ 
ing for trade and credit terms and means of collection. 
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A traveler’s letter of credit is a letter from a 
bank, addressed to one or more of its correspond¬ 
ents, stating that drafts not exceeding a specified sum, 
drawn by the beneficiary, will be honored by the 
bank. In buying it, the traveler usually pays the full 
amount of the credit to the bank plus a fee of about 
I per cent. In addition to the letter, he receives from 
the bank a complete list of correspondents who will 
honor the letter, a letter of indication or identification 
introducing the traveler to the correspondents and 
bearing the traveler’s signature and a telegraphic code 
by means of which the traveler may communicate 
with his bank. The signature of the traveler is his 
means of identification. 

Desiring funds, a traveler presents the letter of 
credit to a correspondent, who, in turn, draws a draft 
on the issuing bank, the beneficiary must sign this 
draft. The correspondent pays the beneficiary and 
records the payment on the back of the letter of 
credit. In this way, the letter shows how much credit 
is still unused. When the credit is exhausted, the bank 
making the last payment forwards the letter of 
credit to the issuing bank. 

The commercial letter of credit, although the same 
in principle, is usually more complicated. Its purpose 
and use are best understood by using an example. 
The Import Company of New York wishes, we say, 
to buy a quantity of Irish linen from the Export 
Company of London. The Export Company, not 
willing to take the credit risk of the Import Company, 
stipulates that shipment will be made upon bankers’ 
credit. The Import Company applies to its bank for a 
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letter of credit, and, after careful credit investigation, 
the letter is furnished. 

There are stipulations, however. One of them is 
that the Import Company shall pledge the goods as 
security. When the Export Company receives the 
letter of credit, it ships the goods and forwards the 
bill of lading, together with its draft, to the London 
bank. The London bank notes that all the stipulations 
of the letter of credit have been observed, and pays 
the draft. So far as the Export Company is con¬ 
cerned, the transaction is closed. 

The London bank now charges the New York bank 
with the amount involved and forwards both the 
documents and the draft to the New York bank. 
Upon receipt of funds from the Import Company, the 
New York bank surrenders the documents. 

There are a number of variations of the letter of 
credit. It may be an export, import, or domestic letter 
of credit. It may be documentary, which means that 
it is supported by a bill of lading and other papers, 
or it may be clean, which means that it relies on 
general credit alone. It may be revocable, irrevocable 
and unconfirmed, or irrevocable and confirmed. 

TRUST RECEIPTS 

The trust receipt is a trust agreement or contract 
between the bank and the borrower which is sub¬ 
stituted temporarily for other collateral securing a 
a loan. In general, it evidences the delivery of certain 
property by the bank to the customer and specifies 
that title to such property is with the bank. The cus- 
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toner receives the property in trust and is account¬ 
able to the bank until his entire debt is paid. 

The trust receipt may be used as a substitute for 
such collateral as securities, acceptances, notes, or 
merchandise, or in exchange for bills of lading or 
warehouse receipts. If, for example, you are an 
importer who buys goods under a letter of credit and 
you wish to warehouse them, you give the bank a 
trust receipt in exchange for shipping documents. 
Thus you may get the goods and place them in a 
warehouse. The bank takes the warehouse receipt as 
collateral and cancels the trust receipt. 

Certain weaknesses lie in the trust receipt. The 
bank, for example, might find it difficult to take 
possession of goods covered by the trust receipt 
because of the difficulty in identifying them. Also the 
trust receipt partakes of the nature of a secret lien 
and may be unenforcible against third parties unless 
the transaction has been recorded. It also has been 
held to be a chattel mortgage and a conditional sale. 
In general, trust receipts have not been regarded as 
strong collateral. 
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^ 4* ./1.LWAYS, when you extend 
credit, you expect that it will be redeemed. 
Confidence in the borrower is the necessary 
element. This confidence is based largely on your 
estimate of what his circumstances will be at 
some future date. Will his present assets, plus 
the assets he is able to acquire, modified by his 
ability to convert his assets into money, be suffi¬ 
cient to redeem his credit? 

To find the answer to this question, you should 
answer satisfactorily the following questions: 

1. Has his enterprise a sound economic jus¬ 
tification ? 

2. Will the credit not be used for overexpansion? 

3. Will conditions change in a way to weaken 
the credit risk ? 

4. Will there be overtrading ? 

5. Will there be speculation? 

6. Will there be extravagance ? 

7. Is the credit extended conservatively in 
accord with the movement of the business 
cycle ? 


♦ ♦ ♦ ♦ 

47 



CREDITS AND COLLECTIONS 


<iA T^ayment Problem 


Y our firm has sold a quantity of merchan¬ 
dise to a customer on open book account. 
When the time comes for him to pay, there is a 
dispute as to the amount that is due. Your 
customer insists that he owes only $500, whereas 
you claim $700. After an exchange of letters, in 
which you fail to come to an agreement, your 
customer sends you a check for $600. He accom¬ 
panies it with a letter saying, “I am willing to 
meet you half-way. The enclosed check settles 
the matter.’’ On the check he writes, “In full 
of account.” You deposit the check in your bank 
and write him a letter saying, “We are applying 
this check for $600 on your account. Please remit 
the balance of $100.” The debtor replies that his 
debt is paid and he owes you nothing more. 

Can you collect the remaining $100? 

Would your answer be the same if he had not 
disputed that $700 was the amount due, but had 
nevertheless, written on his check for $600, the 
words, “In full of account.^” 


(See Solution on page 325 .) 













II 

Classes of Credit 

A ccording to the manner in which the wealth 
- obtained by credit is used, there are five classes 
of credit: 

I. Public 

2. Personal 

3. Investment 

4. Banking 

5. Mercantile 

With public and personal credit we have little con¬ 
cern as business executives. Investment credit gener¬ 
ally is associated with a relatively long period of time. 
You place money in an enterprise for the purpose of 
obtaining an income or profits or both. The power 
thus to obtain funds to be used in production and 
trade, by giving a promise to pay at some relatively 
future time, constitutes investment credit. 

Investment credit takes the form of long-term 
notes, bonds, and mortgages. These instruments 
usually contain, in addition to the promise to pay at a 
definite date, a definite rate of interest. You also may 
consider shares of stock as investment credit instru¬ 
ments, because they are a medium through which a 
corporation raises capital, and it is expected that the 
investor will receive an income, even though it is not 
promised. 
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The funds raised through investment credit are 
used as more or less permanent capital. For this 
reason, investment credit is sometimes called “capital 
credit.” It is largely from the individual who has 
accumulated wealth that investment credit is ob¬ 
tained. For one reason or another, the investor finds 
it impracticable to manage his own wealth, so he 
selects the investment which seems to him to offer 
the most desirable combination of security, income, 
maturity, and marketability. 

The public is a very great investor, not only 
directly, but indirectly through trustees and banking 
institutions. Knowledge of investment credit is highly 
important whether you have funds to invest or wish 
to employ the funds invested by others. In the latter 
event you will want to know the sources of investment 
credit which you will tap, and the forms which the 
investment credit will take. If your interest is that of 
the investor, you will want to know how to appraise 
accurately the contemplated credit. 

CREDIT THROUGH THE BANK 

Much of the investment that finances trade and 
industry flows through the banks. A bank is not so 
much a storehouse for money as it is an institution 
that deals in credit. Since credit is measured in terms 
of money and involves a promise to pay money, a 
sufficient amount of money must be kept on hand to 
meet such demands. The ratio between the amount of 
actual -money on hand and the total demands that 
may be made has been fixed by laws based on 
experience. 
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In a bank credit transaction, the bank gives the 
promise to pay money on demand or at a definite 
future date, and receives in return the borrower’s 
promise to pay at a definite future date. This is 
merely an exchange of rights: the borrower gets the 
right to use the money immediately, and the bank gets 
the right to demand money from him in the future. 

In most cases, the borrower does not exercise 
immediately the right to demand money and so the 
bank deposits it to his credit and the promise to pay, 
usually in the form of a promissory note, becomes a 
part of the bank’s “loans and discounts.” In this 
way, two important items appearing in every bank 
statement are created: the asset “loans and dis¬ 
counts” and the corresponding liability “deposits.” 

Commercial bank credit thus is seen to be the 
power of a bank to obtain value in return for a promise 
to pay on demand or at some future time. 

Not only is a bank a source of purchasing power, 
but it also is an agency for the transfer of credit. As a 
source of money or purchasing power, it makes loans 
of various sorts. As a result of these loans, the 
borrower either may demand money or, by using a 
check, may transfer the right to demand money to 
another person. 

In the majority of the cases, indeed, the option to 
demand money is not exercised either by the borrower 
or by the one to whom he transfers his option. 
Instead, the right is transferred again by indorsement 
to someone else, usually to a bank. 

The bank finds that the demands that it may make 
upon others are very nearly offset by the demands 
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that Other banks make upon it. The difference is 
adjusted by the actual payment or the receipt, as the 
case may be, of a small amount of money or by giving 
or receiving the right to receive or pay money. In 
this way, banks serve as a medium through which 
credit passes freely. 

By such service, banks aid greatly the exchange¬ 
ability of credit and make certain credit instruments 
more acceptable. Checks, for example, are a common 
medium of transferring credit. Whenever a bank 
guarantees or insures credit, as it does in the case of 
the bank acceptance or the certification of a check, 
the effect is to enable the credit to be used in any 
direction almost without the necessity of stopping to 
consider values. It is in the banking system that credit 
centralizes. 


COMMERCIAL CREDIT 

Like bank credit, the purpose of commercial credit 
is to foster production and trade in general. The 
clients of the bank are the customers of the mercan¬ 
tile house. Both bank and mercantile house deal in 
short-term credit and both measure the acceptability 
of a credit risk by considering his personal qualifi¬ 
cation, his financial condition, and his business ability. 
Both use the same sources of information. 

There is one essential difference, however, between 
bank credit and mercantile credit. The bank creditor 
lends money for the right to demand money, but the 
mercantile creditor extends value in goods or serv¬ 
ices. The standing of bank credit is higher than that 
of commercial credit, which is another way of saying 
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that, in general, the bank requires greater certainty 
of payment than does the mercantile house. 

There are a number of reasons for this differ¬ 
ence in standards. The bank must always be able to 
pay its obligations upon demand or as fast as 
they mature, and so borrowers must return funds 
to the bank according to the schedule of maturities. 
The bank’s liquidity must not be impaired, and 
the liquidity of the bank depends largely upon the 
liquidity of the customers. 

The mercantile creditor, on the other hand, often 
can permit a certain delinquency among his cus¬ 
tomers, because he, in turn, can default to his 
creditors for a short time without affecting seriously 
his credit standing. 

Furthermore, the bank is custodian of the funds of 
the community. Acting as a sort of semi-public 
servant, it must see to it that no undue risks are 
taken. The mercantile house is not so dependent on 
the good will of the public and can act more freely. 

Then, too, the bank’s margin of profit is smaller 
than the average mercantile margin of profit. It is 
obvious that with the larger profit the mercantile 
house can afford to take a larger risk. Finally, banks 
are under the supervision of state or Federal author¬ 
ities and must conform to stricter laws than apply 
to mercantile houses. 

You may use your bank as an institution from 
which to borrow money or you may use it merely as a 
depository for funds and as an agent for the collec¬ 
tion of checks and other commercial paper. In either 
case, a deposit is created. 
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THE bank’s services 

It will be worth your while to become acquainted 
with the great service that banks render to the credit 
system by collecting checks and to your particular 
business when you use the bank as a collection agency 
and as a depository for funds subject to your order. 
This service nearly always is given to you by the bank 
gratuitously, the bank being recompensed by the use 
of the funds you leave in its care. For this reason, 
a bank usually requires that, when you use the bank 
solely as a checking account, you shall maintain an 
average balance of a certain amount. There is, 
naturally, considerable bookkeeping work attached 
to the handling of checks, and so, when the bank 
lends you money, it not only exacts interest on the 
amount it lends you, but it also expects you to leave 
on deposit an average balance of about 20 per cent. 

When you borrow money from the bank, the 
interest you pay is known as the discount. It should 
be apparent that you actually are paying a higher 
rate of interest than the stated discount rate on the 
money you use. In other words, it would seem that 
the bank is getting a higher rate of interest than the 
regular quotation. 

You desire to use, we will say, $8,000, and so it 
would seem that you would be obligated to borrow 
$10,000, because 20 per cent of the loan must be left 
in the bank. However, it is assumed that you have 
been using the bank as a checking account for some 
time, and that your balances have averaged nearly 
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$2,000. In such circumstances, as you can see, you are 
able to use the full amount you borrowed. 

In added justification of the 20 per cent average 
balance requirement, banks advance the argument 
that borrowers increase the bank’s operating costs. 
It will be remembered that the interest charge rarely 
represents the whole cost of borrowing from whatever 
source. If you were to buy an automobile on the 
installment plan, for example, you would be obliged 
to pay not only interest on the money borrowed, but 
an additional sum to cover the costs of credit investi¬ 
gations, supervision of the loan, and the collection of 
the payments. 

Furthermore, the application of the 20 per cent 
rule may be regarded as the premium which you pay 
to the bank to ensure a line of credit. Once a bank 
establishes a credit line for a borrowing customer, it 
binds itself morally to place at the customer’s dis¬ 
posal a credit force equal to the line which it has 
granted. 

Banks and business are dependent 
upon each other. It will be to your interest 
to give your bank frankly as much informa¬ 
tion as it may desire about your business 
to maintain a good liquid position, and 
to carry sufficient balance to make your 
account at the bank a desirable one. 

KINDS OF LOANS 

When you have a credit transaction with your 
bank, some form of credit instrument must be used 
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as evidence of the nature of the transaction. Thei^e 
are various kinds of loans, and they may be classi¬ 
fied according to maturity, to purpose or to security. 

Since the first requirement of a bank is that it have 
adequate funds at hand at all times, the maturity of 
its loans is important. The bank would consider the 
relative amounts in short-term, long-term and de¬ 
mand, or call, loans. The purpose of the loan, or the 
use of the funds, may be described as commercial, 
agricultural, investment, speculation, consumption, 
etc. 

From the standpoints of the creditor and of the 
borrower, the most important classification is ac¬ 
cording to security. Obviously, the two main classi¬ 
fications are secured and unsecured. 

A secured loan is one in which the bank not only 
relies upon the promise to pay, but is secured against 
loss by a lien upon some specific property. The 
security may take the form of mortgage security, 
but more often in commercial loans it takes the form 
of collateral. Security offered as collateral may con¬ 
sist of stocks, bonds, warehouse receipts, bills of 
lading, merchandise, book accounts, life insurance, 
acceptances, etc. Collateral of known value and easily 
convertible into cash is preferred. 

With an unsecured loan, no specific property is 
pledged to the payment of the loan. It is based solely 
on the credit of the makers or of the makers and 
indorsers. The borrower’s promissory note is more 
commonly used in the unsecured loan. An unsecured 
loan signed only by the maker is sometimes referred 
to as a single-name paper. An unsecured note which 
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has the indorsement, and thus the guarantee, of a 
second party is sometimes called a double-name paper. 
The addition of a strong second name may add con¬ 
siderable security to the paper. 

It would be well to call attention at this time to the 
difference between the credit of a person and the 
credit of property. Although property cannot, of 
course, give a promise to pay, it can, nevertheless, 
furnish the means of payment. If you lend money to 
a man on an unsecured note, you rely on his general 
credit standing and his financial ability to pay. If 
the loan that you grant is secured by collateral, you 
are placing your reliance on the ability of the col¬ 
lateral to liquidate the indebtedness. 

Be careful not to impute to a person 
the credit which is really the result of 
property. 

COMMERCIAL PAPER 

It has become customary to speak of commercial 
credit instruments as commercial paper, or, pref¬ 
erably, as just paper. A considerable portion of com¬ 
mercial paper is made up of promissory notes bearing 
the promise to pay of a single person. 

Single-name paper, however, sometimes becomes 
double-name paper. If you buy goods, for example, 
and give the seller your written promise to pay, and 
if he should sell the right which he holds to a bank, 
it would be necessary for him to indorse the note 
in order to convey title. By indorsing it he, also, 
guarantees payment. By his guaranty, the risk which 
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the bank has assumed is greatly lessened, because it 
is less likely that both of you should be unable to 
pay than it is that one should default. How much 
the paper is strengthened thereby depends upon the 
relative credit strength of the two names. 

A note with one good name and one 
doubtful one may be better than a note 
bearing two mediocre names. 

Double-name paper arises usually from an actual 
commercial treasaction involving the sale of goods. 
Consequently, behind the note there is actual value 
that will furnish means to liquidate it. As a matter 
of fact, however, if your business organization is in 
a strong position, you do not need to bolster up the 
credit in this way. Your bank, aware of your strong 
solvent position, is ready to discount your note with¬ 
out the evidence of any single mercantile transaction 
to back it up. 

Be careful, nevertheless to distinguish between 
double-name paper passed in a commercial transac¬ 
tion and paper which has been signed by an indorser 
who has not received value. The purpose of the in¬ 
dorser is to augment the credit strength of the instru¬ 
ment by lending his name. But in so doing he becomes 
liable for payment, whether or not he contemplated 
the possibility of being held liable. Such an indorser, 
when he is confronted with the necessity of making 
good, is inclined to evade, if he can, the collection of 
the note. 

A somewhat common practice, but a reprehensible 
one for businessmen, is to exchange notes, and then 
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present them, properly indorsed, for discount at their 
respective banks. Bearing two names, the notes seem 
to have added strength, although, in reality, no 
strength is added. Disaster to either may be disas¬ 
trous to the other. Both being in a weakened position 
and leaning upon each other, they do not halve the 
risk—they double it. 

One method of bolstering the strength of a credit 
instrument is to secure it by pledging property in 
payment of the debt. The promise to pay may carry 
with it three kinds of security: 

1. Collateral security, such as stocks, bonds, bills 
of lading, and warehouse receipts 

2. Mortgage security, either real estate or chat¬ 
tel mortgages 

3. Personal security, exemplified in two- (or 
more) name paper 

NOTE BROKERAGE 

As a specialized intermediary between the borrower 
and the lender, we sometimes find the commercial 
paper broker whose organization is called the com¬ 
mercial paper house. The commercial broker’s func¬ 
tion is to sell the notes of his clients principally to 
bankers and, to a much less extent, to other investors, 
such as insurance companies and wealthy individuals. 

The bulk of the note-brokerage business is trans¬ 
acted by concerns that have ample capital. These 
houses have regular customers whose notes they buy 
outright at their face value, less an agreed rate of 
discount and a commission of per cent. When the 
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notes are resold to a purchasing bank, it is usually 
with a lO-day option, affording the bank an oppor¬ 
tunity to investigate the credit of the maker and 
to return the notes if the credit is unsatisfactory. 

In nearly all cases the notes are drawn “Pay to 
the Order of Ourselves” and are indorsed in blank 
by the maker. Thus the notes are negotiable without 
further indorsement. The brokerage house does not 
guarantee payment, but it does guarantee the genu¬ 
ineness of the notes that it offers for sale. In addition, 
there is behind the note the moral responsibility of 
the house offering it. 

Notes are drawn in denominations ranging from 
$2,000 upward, with $2,000, $5,000, and $10,000 notes 
predominating. Thus, if you wish to borrow $100,000, 
you would draw a sufficient number of the smaller 
notes to make up the required amount. These notes 
would be distributed by the broker to a number of 
small banks scattered widely throughout the country. 

Maturities range from 3 months to i year, the 
most common maturities being 4 and 6 months. The 
rate of discount ranges narrowly between “best 
names” and “other names,” but it is always some¬ 
what less than the current rate of bank discount. 

There is a system of financing known as “borrow¬ 
ing on the open market,” but it is not of much use 
to the small businessman. Purchasing banks naturally 
prefer the paper of large concerns with high credit 
standing. Furthermore, the small man cannot borrow 
a sufficient amount either to justify the expense of 
thorough credit investigation or to make his business 
attractive. 
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About one-half of the business done by note- 
brokerage houses is with borrowers having an invest¬ 
ment of $500,000 to $2,500,000. Only about 4 per 
cent of the business is with borrowers who have an 
investment of less than $250,000. 

Although financing through note-brokerage houses 
is far less extensive than it was formerly, it still is 
in favor with bankers. Commercial paper, they be¬ 
lieve, has the following advantages: 

1. It has proved eminently safe, in some years 
no losses whatever having been reported. 

2. It provides a safe self-liquidating medium of 
short-term investment when the bank has 
idle funds to invest. 

3. Wide industrial and geographical diversifica¬ 
tion is possible, and the bank is under no pres¬ 
sure to renew loans. 

FINANCE COMPANIES 

A type of intermediary between the borrower and 
the bank, which has grown rapidly, is known as a 
commercial credit company, a discount house or a 
finance company. The business of such a concern 
is to discount or buy the open book accounts, trade 
acceptances and notes receivable of borrowing con¬ 
cerns. The bulk of the business done by these com¬ 
panies is purchasing accounts receivable and financing 
the sale of automobiles and other articles sold on an 
installment basis. 

These institutions are, in turn, large borrowers 
from commercial banks. In one main essential the 
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finance company differs from the note-brokerage 
house. The paper passing through the hands of the 
finance company is guaranteed by the company, or 
the obligations to the company are deposited with 
some bank as trustee, against which are issued col¬ 
lateral notes. These notes are sold to the banks at 
prevailing discount rates. 

To borrowers of a certain credit risk and of a 
certain class, the finance companies render a service 
which the banks themselves could not perform. There 
is a vast number of borrowers who, although they 
cannot be classed as bad credit risks, nevertheless do 
not measure up to bank standards. Close supervision 
of their credit may be required, the financing may 
be for a longer time than a bank would care to assume 
and the payment may be by installments. Often 
collateral of an inferior sort is the main support of 
the borrower’s credit. 

For reasons such as these, the banks find them¬ 
selves unequipped to give this type of credit service. 
Such risks, therefore are financed indirectly by the 
banks, through the guaranty of the finance company. 

CREDIT INFORMATION SERVICE 

A tendency that characterizes the banking system 
is the increasing number of banks that are establish¬ 
ing regular credit-information departments. As banks 
grow and the number of their borrowers increases, 
the necessity for regularly recorded data becomes 
imperative. 

Credit is extended less and less upon personal ac¬ 
quaintance and recommendations or references and 
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more upon factual data, such as the financial state¬ 
ment, the income account, and the actual experience 
of other creditors. Furthermore, the increased size 
of the units of business has made their investigation 
more complicated, and it is virtually impossible for 
one of the larger banks to function without the in¬ 
formation supplied by its credit department. 

The credit information assembled by the bank 
credit department is of value not only to the bank 
itself, but, to a certain extent, to other banks and 
to commercial houses which may have an interest in 
the people whom the bank has investigated. Such 
information is given to the bank’s customers who 
may seek it and to other persons and organizations 
on the reciprocal basis under which credit informa¬ 
tion is generally exchanged freely among business 
houses. 

The work of the bank’s credit department falls 
into three general parts: 

1. Investigation 

2. Analysis 

3. Filing 

Investigation includes the assembling of all essen¬ 
tial credit information from any source where it may 
be found. To a large extent, this work is in the hands 
of trained investigators. Officers of the bank who 
are consulted by customers, add to the compilation 
such information as they have obtained. Interviews 
with the borrowers are probably the bank’s most 
important source of information, and the bank rarely 
extends direct credit without a personal conference. 
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Analysis includes the arrangement and interpreta¬ 
tion of the credit information. The last analysis, 
however, is made by the lending officers whose duty 
is to make the final decision regarding the extension 
of credit. 

Filing in the bank credit department is not the 
mere preservation of information, but rather the 
orderly arrangement of information for ready refer¬ 
ence. The credit files are in constant use, not only 
for reference and use by the officers, but for revisions 
and additions. 

As a whole, the credit department is responsible 
to the credit manager. It is through him that the 
department receives requests for information and 
through him that the information is conveyed to the 
lending officers. Frequently, he is a member of the 
loan and discount committee. 

THE CREDIT FOLDER 

In a bank credit department the data concerning 
any individual or organization is assembled in a 
credit folder. The information the credit folder con¬ 
tains not only is virtually complete, but it is so 
classified and arranged that its contents may be 
read in the most orderly manner. A typical credit 
folder would be divided into the following sections: 

Front page or fly leaf. This page contains, for 
perhaps a 5-year period, such information as 
balance sheets, net working capital and cur¬ 
rent ratios, other bank accounts, and remarks. 

Statement section. Here are filed the customer’s 
original signed financial statements. 
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Investigations. This section contains in type¬ 
written form the information obtained by 
investigators. 

Interviews. The contents of this section are simi¬ 
lar to the contents of the investigation section, 
except that here is contained memorandums 
dictated by officers after conference with the 
customer. 

Analysis. This section points out the more signifi¬ 
cant facts uncovered by the investigation and 
comments upon the favorable and unfavorable 
features of the business. 

Agency reports. Here are filed all commercial 
agency reports obtained on the subject. 

Correspondence. This section includes not only 
all correspondence with the person or organiza¬ 
tion investigated but also copies of letters in 
answer to inquiries for credit information. 

The folder cover usually is of heavy glazed card¬ 
board to endure constant use and the contents are 
bound carefully to the cover. 

The bank credit folder well might serve 
as a model for the method of assembling 
and keeping the credit information you 
need and use in your own business. 

RETAIL CREDIT 

An important class of credit is retail credit. It 
embraces not only the credit extended by a retail 
merchant, but also the credit extended to clients by 
doctors, dentists, lawyers, and other individuals 
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outside of professional or business activities. For our 
purpose we shall consider retail credit as the credit 
of the individual offered to the retailer of goods. 

Like mercantile credit, the purpose of retail credit 
is to promote trade. The safety of mercantile credit 
is assured partly by the fact that goods that pass 
from buyer to seller eventually will be sold to some¬ 
one else, thus assuring the receipt of a sum sufficient 
to redeem the credit. There is no such assurance in a 
retail credit transaction. The purchaser is the ulti¬ 
mate consumer, and he must provide the means to 
pay for it from some other source. 

Another difference is found in the cash discount 
usually allowed in mercantile credit. The customer 
who can pay cash gets the benefit of the cash dis¬ 
count. In retail credit the cash customer rarely 
receives any preference. 

Still another difference lies in the attitude of the 
customer toward credit. Mercantile customers give 
information about themselves or their business more 
or less freely. The retail customer resents the retail 
credit manager’s attempt to learn something about 
his personal income and character. For this and other 
reasons the retail credit manager has an extremely 
delicate task in promoting and maintaining the good 
will of credit customers. 

The retail customer’s credit is of interest not only 
to the retailer with whom he deals directly, but to 
businessmen all along the line. Upon the retailer’s 
ability to meet his obligations may rest the liquidity 
of the jobber and the manufacturer. The whole 
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credit system, in fact, is affected by the consumer’s 
ability to pay. 

If you are a mercantile credit man, you will do 
well to appraise the retailer’s community’s ability 
to pay and the discretion that the retailer uses in 
selecting his credit customers. If your retailer operates 
with good credit judgment in a prosperous com¬ 
munity, you have a factor favorable to a satisfactory 
credit risk. On the other hand, if your retailer should 
be in a farming community suffering from a crop 
failure or low prices, or in an industrial community 
suffering from labor trouble, hazards are added to the 
risks of the credit extended to the retailer. 

You would also do well to give some attention to 
the competition that the retailer may be facing. It 
may be that he is obliged to extend credit in larger 
amounts and for longer periods than good judgment 
warrants. To use this means of meeting competition 
he needs larger capital to carry his accounts receiv¬ 
able. It is important to know to what extent you are 
furnishing him with this extra capital. 

Just as the entire business prosperity 
depends upon the prosperity 0/ the con¬ 
sumer, so personal credit is the foundation 
upon which the entire credit system rests. 

Theories of credit change. The old theory was that 
the purpose of credit was to finance the production 
of goods from the sale of which funds would accrue 
to retire the loan. Today our economic problem is 
not one of production, but one of distribution. It is 
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believed that any type of credit is justified economi¬ 
cally whenever it aids distribution. 

Many people, of course, still believe that all goods 
bought for consumption should be paid for in cash. 
From the standpoint of the consumer, this would be 
an ideal state of affairs. There is little doubt that the 
burden of debt on the shoulders of many people is a 
heavy one. There is little doubt that the individual’s 
decision to buy upon a credit basis often is an unwise 
one. The dealer who urges him to buy beyond his 
ability to pay without undergoing hardship is not to 
be defended. 

The right to buy upon a credit basis, nevertheless, 
is a form of personal freedom that all of us enjoy. 
Often it is necessary for the consumer to buy on 
credit, and it may be considered that he is merely 
balancing credit that he must accept. A man, for 
example, who receives his pay monthly is accepting 
his employer’s credit. Deprived for the time being of 
the money he has earned, he substitutes his credit as 
buying power. The fact that he has accepted his em¬ 
ployer’s credit supplies the means of redeeming his 
own credit. 

One form of retail credit which has assumed larger 
proportions than many of us realize is that type of 
personal credit which takes the form of small personal 
loans made to individuals who have no security in 
the form of property and little or no capital upon 
which the lender can rely to safeguard the risk. Such 
borrowing is done in emergencies or because the 
borrower fails to realize the cost that he is paying for 
the use of his credit. 
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Although the amounts advanced by the small-loan 
agencies run into the billions of dollars annually, 
virtually all these loans are in amounts of less than 
$300. In many cases the costs are exorbitant. The 
risk involved, resulting in numerous bad debts, and 
the high cost of making the collections, are the 
reasons for the high rate of interest charged. 

The lender must collect, from those who 
pay, not only enough to cover his profit, 
his time, and his overheadhut also the 
sums lent to those who never repay. 

The wise retailer must be careful to see to it that 
the customer does not buy beyond his ability to pay. 
Satisfy yourself that the prospective customer can 
and will pay. You also will want to know when he will 
pay and whether he can be made to pay. 

Do not however let mere wealth or capital of the 
customer be your sole consideration, otherwise you 
might find yourself at times involved in expensive 
methods of collection. It hardly pays to extend 
credit to a man who is slow and negligent and who, 
even though he is wealthy, will not pay unless he is 
forced. 

There would be fewer bad debt losses if a customer 
with a staunch character were behind each account 
receivable. Character is a foundation upon which all 
business dealings should be based. 

THE retailer’s INVESTIGATION 

The retailer seeking to learn an applicant’s credit 
responsibility inquires into his general position in 
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life. He tries to find out, also, what has been the 
actual experience of stores or other institutions ex¬ 
tending credit to the individual. Where the line of 
credit is a small one, the investigation can be limited 
to the experience of other creditors. When a more 
thorough investigation is to be made, four important 
sources of credit investigation may be tapped: 

—the applicant himself 

—the trade 

—the credit association and credit agency 
reports 

—the bank 

The statement of the applicant himself should be 
verified. From the trade you may learn such facts as 
how many accounts the applicant is carrying, the 
highest credit extended to him, whether he is over¬ 
buying (as would be indicated if he were owing large 
amounts), whether or not his bills are paid according 
to terms and whether or not his account is active 
enough so that trade information can be relied upon. 

The information you obtain from the bank usually 
is confined to such statements as to whether balances 
are high, low or medium and whether the bank has 
ever extended any accommodation to the customer. 

From the credit agency reports you learn something 
of the applicant’s standing, including the steadiness 
of his residence, business, and employment. Usually 
personal references are of little value, although some¬ 
times they are the only source available in locating 
“skips.” 

All the sources of information may not always be 
available to you. If, for example, you happen to be 
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a merchant in a small town, the applicant himself 
may be the only source. The trade might be elimi¬ 
nated because the customer may have no other 
charge account. The local bank either might have no 
information or might be reluctant to give it to you. 
Credit agencies probably would have on file only the 
names of the more wealthy residents, and trade 
associations might not be organized for full coopera¬ 
tion among merchants. 

In the small town, however, you have available 
the credit reputation of the customer. You also are 
likely to be acquainted with him personally, and you 
can learn readily where he is employed, approxi¬ 
mately what he earns, the size of his family, and other 
facts to aid you in appraising him as a credit risk. 

In extending credit the hand of the retailer is more 
or less forced. He finds it necessary or desirable to do 
business on a credit basis, because through extending 
credit he can increase his sales and presumably his 
profit. Furthermore, a large section of the public 
demands credit and would go elsewhere if a par¬ 
ticular retailer refused them. 

Competition, furthermore, has its effect upon 
credit terms. Merchants often compete with each 
other through liberality of terms. There is a wide 
divergence also between granted credit terms and 
enforced credit terms. Many a merchant will state 
that his terms are payment in 30 days, but in actual 
practice his terms average 60 to 100 days. Local 
tradition and competitive credit practice hamper the 
merchant who would prefer sounder terms. 

Sometimes credit terms are abused because the 
dealer has failed to make them definite. Often the 
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customer gets the impression that his agreement is to 
pay early in the month for purchases made the pre¬ 
ceding month. Such vagueness encourages procras¬ 
tination. With no incentive to pay promptly, the 
customer naturally postpones payment as long as he 
can without hurting his credit. 

Some efforts have been made to introduce systems 
which will give the retailer the advantages of selling 
on credit without its disadvantages. One of the most 
successful of these is the plan developed by R. H. 
Macy & Company in New York. This is known as the 
deposit account plan. The customer establishes an 
account with the store in advance. Purchases as they 
are made are charged to this account, and interest is 
paid to the customer on monthly balances ranging 
from $io to $5,000. Thus the customer gets some of 
the advantages of the regular charge account while 
the store avoids bad-debt losses and other credit 
department expenses. 

The manufacturer, wholesaler, or bank extending 
credit to retailers will find that they differ widely in 
the problems that they present. In general, it will be 
found that the larger concerns make extensive inves¬ 
tigations, audits, and careful analyses. The smaller 
retailer can be appraised only by knowing the mer¬ 
chant himself, his habits, his location, and the 
competition that he faces. 

In many locations the small country merchant has 
faced increasing competition with house-to-house 
selling,. mail-order houses, and chain stores. Then, 
too, there has been a tendency on the part of small¬ 
town people to buy in near-by large cities. Obviously, 
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such trends affect the business of the retailers and, 
hence, the credit to be extended to them. 

INSTALLMENT CREDIT 

Few forms of retail credit have grown as rapidly as 
installment credit. Its increase has caused some 
alarm and considerable controversy. Some people 
hold that the installment sale has been a great aid to 
distribution and, therefore, has been beneficial. 
Others believe that it is dangerous because it greatly 
increases the dependence upon credit, mortgages the 
buyer’s future, and has a tendency to throw both 
production and consumption out of adjustment. 

The danger from installment credit arises not from 
its use but from its abuse. It is used safely when the 
buyer has learned that he must not obligate himself 
beyond his ability to make a payment and that he 
must budget his income according to his necessities, 
and when the creditor has learned that the safety of 
the installment credit is dependent not wholly upon 
the lien retained upon the article sold, but is depend¬ 
ent in part upon the credit of the purchaser. 

For the installment credit three safety principles 
have been offered by Milan Lee Ayres, economist: 

1. The down payment should be sufficient to 
give the purchaser a sense of ownership. 

2. At no time should the unpaid balance be more 
than the resale value of the goods. 

3. Payment should be complete before sufficient 
time has elapsed to permit the buyer to feel 
that his purchase is obsolete. 
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The profit in installment sales is really in the final 
payment. If collections are not made according to 
schedule, are effected at too great a cost or are not 
completed, the effect on profit may be disastrous. 

Installment buying is not confined to impecunious 
purchasers but is used by all classes as a convenient 
method of buying. It is a type of credit, however, 
which frequently is expensive. Nevertheless, it bulks 
large in the country’s volume of retail sales. It has 
been estimated that the installment sale has been 
used for 75 per cent of all automobiles and washing 
machines sold, 65 per cent of all vacuum cleaners, 
and 40 per cent of all furniture. 

Installment credit has high capital requirements, 
and the ability of a retailer who has adopted an in¬ 
stallment plan to finance himself often is of consider¬ 
able concern to his mercantile creditor. Many 
merchants have come to grief when they have dis¬ 
covered that neither their capital nor their credit 
could stand the expansion that the installment plan 
required. It is a common practice among installment 
sellers to discount the customers’ installment notes 
with banks and finance companies, or to place the 
notes as collateral for bank loans. The banks prefer to 
leave this type of financing to the finance companies. 

Finance company paper is of three general types: 

1. Recourse paper. This is in most general use. 
With it the dealer guarantees the payment to 
the finance company. 

2. Ndn-recourse paper. With this the dealer 
avoids responsibility by indorsing the pur¬ 
chaser’s note “without recourse.” 
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3. Repurchase paper. With this the dealer buys 
the article from the finance company if it 
repossesses. 

CREDIT ASSOCIATIONS 

Cooperation among retailers has been growing 
steadily, and considerable progress has been made in 
organizing the interchange of information. Through 
local credit associations, regional associations and a 
national association, a medium has been provided 
for credit information and credit control. 

The National Retail Credit Association, organized 
in 1912, has a membership of many thousands of 
retail establishments served by local credit bureaus 
throughout the country. These local bureaus are 
non-profit membership corporations, and through 
them the members clear new applications for credit, 
report the paying habits of the customers upon 
request, and make daily reports of accounts which 
have become delinquent. These service bureaus cover 
about 10,000 cities and towns. 

One of the largest bureaus, naturally, is the Credit 
Bureau of Greater New York. This organization 
has a membership of more than 11,000, including 
department stores, specialty shops, banks, hotels, 
finance companies, brokerage houses, real estate 
firms, automobile dealers, and more than 100 other 
classifications of business. It has on file the credit 
records of 2,500,000 individuals. Its service presents 
a clear view of the services rendered by local credit 
bureaus generally. 

Three types of credit reports are given by the 
bureau to its members: 
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1. The trade clearance, which gives the record of 
purchases and payments. 

2. The antecedent report, which supplies informa¬ 
tion as to home and business conditions and 
other history. 

3. The special report which is a record of both 
history and paying abilities. 

For several years the bureau has operated a locate 
department to locate for members their missing 
debtors. Through a separate corporation a collection 
service is provided. Reports on any account living 
within the territory of any other bureau of the asso¬ 
ciation are available to any member. 

To the bureau each member reports every account 
which becomes unsatisfactory. Newspaper stories, 
recorded judgments, and outside investigations sup¬ 
ply other derogatory information. Members are 
registered by code numbers rather than by name. A 
card is made for each individual customer, which 
records not only his name and address but also the 
code number of all concerns which have reported 
that name. 

The bureau is organized to give confidential and 
accurate information with the greatest speed pos¬ 
sible, for time often is important to the credit 
department in opening a new account or revising an 
old one. Information is applied for and obtained by 
the use of messengers, telephone, and the mail, and 
some. of the larger members of the bureau have 
telautograph or teletypewriter connection with the 
bureau. Members are expected to cooperate with 
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the bureau by answering the requests promptly; in 
fact, they bind themselves, when they become mem¬ 
bers, to clear requests within 24 hours. 

MERCANTILE CREDIT 

In this age of specialization goods pass through 
many hands before they finally reach the consumer. 
At each step in their production and distribution they 
are assisted by mercantile credit, which may be said 
to be the credit extended by one business concern to 
another. 

One of the characteristics of mercantile credit is 
that the thing exchanged is goods. Thus it is dis¬ 
tinguished from banking credit, where there is an 
exchange of credit for money or credit for credit. 

Mercantile credit, of course, is not the only kind of 
credit used by the man in business. Investment credit 
may provide the capital, plant, and equipment, or 
even the capital which makes credit possible. A dress 
manufacturer, we will say, buys a quantity of linen 
to be made into dresses. Mercantile credit would aid 
him in the financing only to the extent of the cost of 
material. Labor, printing, stationery, advertising, 
and other costs must be financed either by the capital 
of the manufacturer or by other forms of credit, or 
by both. 

It is a fundamental of mercantile credit that the 
credit period should not exceed the buyer’s interest 
in the article which is the basis of a credit. If a 
retailer, for example, buys an article on 60-day 
terms, and in 20 days sells the article for cash, the 
need for credit terminated at 20 days. After that, 
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the manufacturer is aiding in financing not his own 
merchandise but some other part of the business of 
the retailer. 

In other words, the credit should not 
outlive the transaction. 

In a sense, the debtor and the creditor are partners. 
The credit relationship is entered into in the hope of 
mutual profit. This credit relationship usually is 
established upon a definite basis expressed in the 
sale. The time and conditions of payment are specified 
by the terms of sale or by the terms of credit. 

Although there has been a tendency to shorten the 
credit period, we still sometimes find credit extended 
6 months, a year, or even longer. The most common 
terms range from 30 to 90 days. 

REGULAR AND SPECIAL TERMS 

Credit terms usually are referred to as “regular” 
and “special,” meaning that the terms are cus¬ 
tomary in the industry or with the particular con¬ 
cern, or that terms other than the customary terms 
are made by agreement between buyer and seller. 
Sometimes credit terms are referred to as recom¬ 
mended, that is, terms recommended by a trade 
association for adoption by the industry. 

Among the factors influencing terms of credit are 
these: 

—the purpose of the goods 
—the nature of the article 
—the buyer’s ability to pay 
—the location of customers 
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—competitive conditions 
—the degree of risk in the buyer’s credit 
—changes in the business cycle 

We already have said that the upper limit of 
credit is fixed by the length of time that the owner 
is interested in the goods or that they remain in one 
phase of production. This is true of consumptive 
goods only. Capital goods, such as machinery, do 
not come within this generalization because they do 
not themselves provide the means of payment since 
they are not sold. Furthermore, it is generally con¬ 
sidered desirable that the fixed capital should be 
owned outright by the business. Therefore, the 
buyer, if he does not pay cash, should buy upon long 
terms involving the use of investment credit. 

With goods involving a small amount, or with 
goods that are perishable, the tendency will be toward 
short credit terms. Standard merchandise usually is 
sold upon short terms because of the ease of replacing 
and of its consequent short market period. Goods of 
a seasonable nature will be sold on terms to cor¬ 
respond with the season of use. 

Credit terms often are made to suit the buyer’s 
income habits. Thus, dates of payment to industrial 
workers are sometimes made to correspond with pay¬ 
days. It is customary in selling farm machinery to 
make the date of payment agree with the sale of the 
farmer’s crops. Distant customers sometimes get 
longer terms than customers nearby, so that the 
additional time in transit is borne by the seller 
and not by the buyer. Some eastern houses grant an 
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extra 30 days to a customer west of the Rocky 
Mountains. 

The greater the risk, the less willing is the seller to 
take that risk for any length of time. In the textile 
field, for example, the good credit risk is sold upon 
regular terms, that is, 6 per cent discount in 70 days, 
while the buyer who is an inferior credit risk may be 
required to pay in 30 days, 10 days, or even in cash. 

The degree of prosperity which prevails is an 
important factor in determining credit terms. When 
goods are in great demand and sales are made easily, 
the seller is in a position to dictate terms. Also, he 
may be impelled to keep down his investment in 
receivables in order to finance his own expanding 
operations. He will be conservative in both the 
amount and the time of the credit he extends. 

When buying slackens and the seller wishes to 
keep up his volume of sales, he is obliged to make 
concessions. He grants credit for larger amounts and 
for longer periods because he finds himself in a 
buyers’ market. 

DATING PRACTICES 

In connection with mercantile credit, the practice 
of dating plays an important part. By dating is meant 
the placing of an arbitrary date upon the invoice, 
from which date the terms begin to apply. There are 
several kinds of dating but the purpose of all of them 
is to defer the due date of the bill. Dating arises from 
the necessity of adjusting the time of payment to the 
marketing period or of meeting competitive con¬ 
ditions. W. H. Steiner names four types of dating: 
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1. Season dating 

2. Indirect dating 

3. Dating on shipments to distant points 

4. Competitive or extra dating 

Season dating applies on season purchases, that is, 
upon merchandise bought for a subsequent selling 
season. It should not be granted when dealers place 
small orders evidently for immediate consumption. 

With season dating the manufacturer removes the 
speculative element in the manufacture of his 
goods. He manufactures upon orders, thus trans¬ 
ferring to the buyer the risk of forecasting the market. 
He can in this way spread his manufacturing over a 
longer period, keep his plant running over the off 
season and avoid congestion In the busy months. 

At the same time, the buyer is assured of having 
his stock on hand when the active season opens. 
Often, too, he can buy at a lower price than would 
be quoted to him just prior to the active season. In 
some industries it is customary for the manufacturer 
to protect the buyer against a decline in price. This 
he does by providing that if the price should decline, 
he will credit the customer with the difference be¬ 
tween the contract price and the price at the date of 
dating. Naturally, goods bearing season dating are 
shipped only to the buyers whose credit meets the 
seller’s required standards. 

Indirect dating provides a means of deferring pay¬ 
ment by deferring shipment to a certain date. No 
dating appears on the invoice. It is the practice 
among manufacturers of silk thread, embroidery silk, 
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and other small silk goods, for example, to solicit 
orders in July and August for the fall trade. These 
orders may bear shipping dates of September 20 or 
October i. The order is manufactured and packed and 
awaits only invoicing and releasing on the specified 
date. 

Dating on shipments for distant points is granted by 
the distant seller so that he may be on an equal foot¬ 
ing with the near-by seller. In a number of industries 
it is the practice of the eastern seller to give the 
Pacific Coast buyer 30 days extra or to increase the 
regular net terms. The same result may be obtained 
by applying the terms to the date of arrival instead 
of to the date of shipment. 

Competitive or extra dating is used whenever the 
dating does not fall within one of the other three 
classifications. This form of dating gives the buyer 
extra time without any apparent reason other than 
as a concession to him or as an inducement to buy. 
In most cases such terms are forced upon the seller 
both by competitive conditions and by the buyer’s 
insistence upon terms commensurate with his mar¬ 
keting period. 

CREDIT TERMINOLOGY 

A number of terms are used in credit transactions 
which the credit man must learn to use intelligently. 
C.B.D. terms, for example, stand for “cash before 
delivery” terms. They cannot properly be called 
credit* terras, because when they are used there is a 
complete absence of credit. C.B.D. terms are the 
harshest conditions that can be imposed by the seller. 
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C.O.D. terms, or “cash on delivery,” are slightly 
less harsh. Some measure of credit is extended in¬ 
directly, because the seller must have a certain 
amount of confidence in the buyer to go to the trouble 
to have the goods manufactured and to take the 
risk that they will be accepted. Carrying charges, the 
cost of packing, the risk of damage while in transit 
and depreciation of value all must be borne by the 
shipper. Frequently the purchaser is required to 
place a deposit before a C.O.D. shipment is made, as 
a guaranty that the shipment will be accepted. This 
is especially true where the goods have to be made 
to order. 

Cash terms are, in reality, credit terms. With 
C.O.D. terms possession is not surrendered until 
payment is made. With cash terms possession is sur¬ 
rendered, and the period of credit extended long 
enough for the buyer to examine the goods before 
acceptance and payment. By custom, cash terms 
generally have come to be regarded as lo days. 
When merchandise is sold on a cash basis, it is 
usually quoted “ net,” that is, since there is no option 
as to the time of payment, there is no discount 
quoted. 

E.O.M. (end of month) and M.O.M. (middle of 
month) really grant dating additional to the credit 
period of the terms proper. Usually they are granted 
as an accommodation at the request of the buyer. 
The buyer may have made several purchases in the 
course of the month, and, in order to avoid trouble 
and expense in making several payments, requests the 
privilege of grouping all the month’s purchases 
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together and of regarding the date of purchase as 
end of month. If a buyer’s purchases are distributed 
evenly through the month, the average date of pur¬ 
chase will fall at the middle of the month. The seller 
is, therefore, granting i S-day dating, which may not 
inconvenience him seriously. 

However, E.O.M. terms are subject to serious 
abuse. A buyer, having obtained this concession, 
next asks that all purchases after the twenty-fifth 
of the month bear dating as of the end of the follow¬ 
ing month, under the plea that the late purchases 
cannot be audited and included in the month’s pay¬ 
ment. He then develops a tendency to postpone his 
purchases until the twenty-fifth of the month, thus 
obtaining a maximum of 35 days over original 
terms. 

As a seller you should resist such en¬ 
croachments upon the credit terms. Be 
alert to see that your legitimate profit is 
not thus invalidated by stretching the 
terms. 

M.O.M. terms are less common than E.O.M. terms. 
A seller may not be willing to postpone the purchases 
of a month until the end of the month, but he may be 
willing to permit the buyer to make two payments, 
the first half month’s purchases being dated the 
fifteenth, and the last half, the end of the month. 

Proximo terms are terms where the date of the 
payment falls within the following month. They are 
generally used In the wholesale grocery line and in 
the sale of automobile tires. 
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R.O.G. and A.O.G. stand for receipt of goods and 
arrival of goods, respectively. They sometimes are 
used to indicate that the terms date from the arrival 
of the goods instead of from the date of shipment, as 
is more usual. These terms are, in reality, a form of 
competitive dating, the shipper thus placing all pur¬ 
chasers upon the same basis, regardless of their dis¬ 
tance from the point of shipment. 

CASH AND TRADE DISCOUNTS 

Usually when you sell a man goods on credit, you 
quote him two or more options involving the time 
and amount of payment. One of these quotations 
covers a portion of his marketing period, and thus 
helps him in financing his business. The other quota¬ 
tion, lesser in price and earlier in payment, is for 
the benefit of the buyer who does not need your 
financing assistance. The latter option is commonly 
called the cash discount. 

There may be, also, a trade discount. Unlike the cash 
discount, which provides a lesser price for earlier 
payment, the trade discount is not affected by time 
of payment. The trade discount provides a convenient 
method of concealing from the public the price ob¬ 
tained by the seller. 

In some cases, the trade discount provides, to a 
concern publishing catalogues, the means of changing 
the quotations by changing the trade discount, with¬ 
out the necessity of publishing new catalogues. 
Another use of the trade discount is to permit a price 
adjustment to a certain class of buyers without 
changing the basic quotation. This might be done to 
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differentiate between the terms extended to a jobber 
and to a retailer. 

The open account and cash discount systems devel¬ 
oped logically and naturally when personal contact 
between buyer and seller began to disappear. It was 
only natural that the seller should have less con¬ 
fidence in the buyer whom he had never seen and 
that he should prefer to sell him on short terms rather 
than on long ones. 

Two circumstances chiefly motivate the seller in 
offering the cash discount. If he could sell for cash, 
he would avoid bad debt losses, and he could use the 
money immediately to take advantage of discounts 
that were offered to him or to expand his own business. 

In the beginning, cash discounts amounted to 8 
per cent or more for payment within lo days. Today, 
however, terms are shorter and discounts smaller. 
Merchandise which used to be sold on 6 months or 
6 per cent cash is now sold on such terms as 2 per 
cent cash, net 30 days. The tendency seems to be 
toward a slowly narrowing margin between the 
cash discount and the prices and also to a contrac¬ 
tion of the credit terms or time limit of payment. 
The price which is quoted to you for merchandise is, 
curiously enough, not usually the cash price, but the 
price you are expected to pay at some future time, 
that is to say, the quoted price is the credit price. 

Suppose, for example, you are buying a quantity 
of hardware. You receive, we will say, a quotation of 
$100 with terms of 2/10 net/60 days. Although the 
$100 price may be for today’s delivery, it is not the 
price for today’s payment. You have the option of 
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paying either at 6o days or at lo days, but not at the 
same price. You are, in effect, quoted $ioo cash in 
6o days, or $g 8 if you pay within lO days. The cash 
“discount” of $2 is in reality a financing charge which 
the seller assesses you for taking the credit option of 
60 days, instead of the cash option of 10 days. 

If you are financially in a position to exercise the 
option for an earlier payment at a lesser price than 
you are accustomed to, regard the discount which 
you take as a financing profit. If you do not exercise 
the earlier option, the thought might be that you are 
foregoing this additional profit, for you are likely to 
regard the discount as a part of the seller’s profit 
which is transferred to you. This viewpoint, although 
it is quite common, is a deluded one. 

It is through the way prices are quoted that the 
true price of merchandise often is camouflaged. In 
the case of the hardware that you have been buying, 
the merchandise is worth not $100, but $98. The 
seller, in other words, is willing to take $98 for his 
merchandise, but he requires that you pay him $2 
extra for the use of $98 for 50 days and for the credit 
risk he is accepting. The “discount” of $2 is the price 
you pay for being financed by the hardware manu¬ 
facturer. This financing is at a cost of 14.89 per cent. 

The high percentage you are paying, if you do not 
take advantage of the cash discount, is not all profit 
to the man who sells you the merchandise. He has 
other customers who do not pay so promptly as you 
do, and your premium for advance payment helps 
him to carry the expense of other accounts and to 
make up losses from bad debts. 
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Firms with superior credit pay cash. Those whose 
credit is inferior must pay higher prices for financing 
to their merchandise creditors. The buyer with 
inferior credit pays not only for his own credit risk, 
but his payment is based upon the average risk of the 
entire class. 

The cash discount should be determined by such 
factors as the length of credit required by the buyer, 
the cost of carrying and collecting the account, and 
the credit risk representing the danger of bad debts. 

There are other factors. The discount rate must 
exceed the current rate of interest so that the buyer 
will have an incentive to borrow from the bank in 
order to pay cash. Sometimes a seller has not suffi¬ 
cient credit to enable him to borrow from a bank, 
and he may offer a larger discount to attract payment. 

Rate of turnover of merchandise sometimes in¬ 
fluences the rate of discount, the slower moving 
articles generally calling for a higher rate. Com¬ 
petition may fix or raise the discount. The seller’s 
margin of profit will, of course, affect it, because the 
narrower the margin of profit, the less is the risk it 
is advisable to take. There is, in consequence, less 
need for a high financing charge. Another factor is 
the condition of business. When business is good, 
there is a tendency both to shorten terms and to lessen 
the cash discount. When business is bad, the seller 
is willing to make sacrifices to stimulate sales. 

Firms that make a practice of discounting their 
bills, naturally are heavier borrowers from the bank. 
Non-discounters, having inferior credit, are unable to 
borrow and must seek the aid of their merchandise 
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creditors. It has been well said that the banks meas¬ 
ure the credit of the better accounts, whereas the 
merchandise creditors measure the credit of the 
poorer risks. 

Good credit has real cash value to the 
man who possesses it. He can borrow 
money to take advantage of cash dis¬ 
counts. 
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4 * credit, in the final 

analysis, rests in the ultimate consumer. If he 
fails to pay his bills, there will be delinquencies 
all the way back to the manufacturer. Whatever 
your position in the credit world, learn about 
the consumer. 

If, as a retailer, you extend credit to the con¬ 
sumer, answer these questions: 

Can he pay? 

Will he pay? 

When will he pay? 

Can he be made to pay ? 

If, as a manufacturer, you extend credit to 
the retailer, answer these questions: 

What is the community’s ability to pay the 
retailer ? 

What discretion does the retailer use in select¬ 
ing his credit customers ? 

What competing firms are serving consumers 
in the retailer’s community ? 


♦ 4 - ♦ 
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The Credit Department 

A t the very center of business stands the credit 
man. His position is the result of business needs 
and business experience. He is the specialist, the 
analyst, the critic, who guides and controls more than 
90 per cent of all transactions involving the transfer 
of goods. Through his national association he is shap¬ 
ing business ethics. As a trained observer he is be¬ 
coming the court of last resort in practical scientific 
business opinion. 

The function of the credit specialist has been 
widening steadily since he first appeared on the 
business scene in the early nineties and will continue 
to widen. Not only will the credit man be skilled in 
discovering and interpreting facts in regard to the 
traditional three C’s—Character, Capacity, and 
Capital—but he will become an authority for an 
organization in analyzing, interpreting, and fore¬ 
casting business and business conditions. Every large 
commercial house will have its credit man who will 
serve as the economist for his company. 

THE CREDIT MAn’s REQUIREMENTS 

The first requirement of a good credit man is that 
he have the background of a liberal education. Wide 
knowledge will strengthen his judgment and sharpen 
his power of observation. The longer he works in the 
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field of credit, where no two problems are exactly 
alike, the greater his knowledge will become, and the 
greater will be his ability to handle novel and com¬ 
plex credit problems. 

Another essential is an analytical mind. The credit 
man must have the ability to resolve problems into 
their component parts and to recognize their essen¬ 
tial elements. He must have a studious, searching, 
patient disposition for the handling of details. He 
must have a judicial temperament with the ability 
to sift the true statements from the false in the mass 
of data assembled before him. His conclusions must 
be sound. 

Above all, the credit man should be thorough. His 
hunger for information should never be appeased. 
While he should waste no time on immaterial points 
or on duplication of effort, he should leave no impor¬ 
tant or decisive factor uninvestigated. Most of the 
errors in the appraisal of credit may be traced to 
lack of thoroughness, to the failure to obtain suffi¬ 
cient information upon which to base a credit 
decision. 

Constantly the credit man must be alert for sig¬ 
nificant facts in out-of-thc-ordinary information. 
Sometimes he must scrutinize carefully data that on 
the surface seems insignificant. Having arrived at a 
decision, he must be firm, but not obstinate. Should 
he decide against the wishes of the customer or of the 
salesman, he must not be disturbed by criticism or 
resentment, for his opinion is based upon the facts. 

Misunderstandings are likely to arise in the course 
of the credit man’s investigations and decisions. To 
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avoid them he needs to be resourceful and tactful, 
for he must recognize the interests of all parties con¬ 
cerned and give them their proper place without 
arousing antagonism. A good memory is, of course, 
an essential, no matter how complete his records may 
be, for there are countless things that cannot be 
recorded and yet will be of great value if they come to 
mind at the proper time. That the credit man should 
be a man of unimpeachable character, in whom people 
unhesitatingly repose confidence, goes without saying. 

CREDIT EDUCATION 

Until a few years ago, it was thought that one 
could become a credit man only by serving a long 
apprenticeship in a credit department. Apprentice¬ 
ship cannot be avoided, and no effort should be made 
to avoid it. The method is tedious and narrow, how¬ 
ever, and often it does not provide a sufficient 
breadth of training for freedom or a thorough under¬ 
standing of fundamental principles. Education in 
addition to apprenticeship is needed. 

Through its National Institute of Credit, the 
National Association of Credit Men fosters credit 
education. A thorough grounding in good Business 
English is a prime requisite. Cultural subjects may 
be of value, for the credit man, as an executive in the 
financial branch of business, will come into contact 
with businessmen of importance, many of whom are 
well educated, and he will wish to meet them on even 
terms. A fundamental of the credit man is a knowl¬ 
edge of economics. He must know something of the 
science of business in order to read current business 
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literature intelligently. Without it he can make 
little progress with statistical methods and their 
application. 

The credit man should have also a general knowl¬ 
edge of accounting. He may be obliged to audit or 
supervise the audit of insolvent customers’ books. 
In such cases he will find auditing of practical value. 
His knowledge of accounting need not be detailed, 
but he must have enough to enable him to analyze 
thoroughly a financial statement. It would be well, 
too, for the credit man to make some study of com¬ 
mercial law. It should be remembered that he is deal¬ 
ing constantly with contracts and that he handles a 
considerable quantity of commercial paper. 

A study of business finance is desirable. This 
includes various types of business organization, 
methods of raising capital, questions of financial 
policy, and the like. A knowledge of banking is some¬ 
thing the credit man cannot omit. His knowledge 
should include both the theory and practice of bank¬ 
ing, together with a knowledge of the working of the 
Federal Reserve System. 

CREDIT DEPARTMENT FUNCTIONS 

The primary function of the credit man and the 
credit department, it always should be remembered, 
is to help the business make a profit. People outside 
the department sometimes take the view that the 
credit department’s work is destructive rather than 
constructive. This criticism is justified when the 
head of the department becomes unduly obsessed 
with the importance of avoiding losses. 
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The credit man is not doing his full job 
when he is over conservative in his zeal 
to bmld a reputation for small bad-debt 
losses. 

It is impossible for the credit manager to make a 
perfect record. Even at best there will be a few 
losses. The manager who is too cautious, however, 
will make the mistake of rejecting some risks which 
are good, and in so doing, he will be depriving his 
house of an opportunity to make a profit. The line 
between the good risk and the bad risk is no wider 
than a hair. That is why a credit man is needed, and 
his value to his firm will lie in his ability to select 
from the orders offered those that will result in the 
greatest profit with the smallest loss. 

One way in which the credit department can help 
to make a profit is by promoting good will. Too strict 
discrimination naturally will develop dissatisfaction. 
The credit department must go further, however, 
than merely preventing ill will. Its fair action and 
friendly attitude must make friends, pave the way 
for the sales department, and bind the customer 
more closely to the house. 

One of the profit-making functions of the credit 
department is the making of collections. The extent 
to which bad-debt losses are cut down depends in 
part on the manner in which the credit department 
makes collections. The poor collector not only will 
lose some collectible credits, but, through delinquent 
accounts and inefficient collection methods, he will 
make needless expense. 
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The credit man’s individual success is dependent 
to some extent on the efficiency of the credit profes¬ 
sion in general. The credit man must impart and 
receive information. He must work with the credit 
men of other business houses, sometimes for pur¬ 
poses of information and sometimes for joint action 
in cases of liquidation and bankruptcy. 

THE department’s PLACE 

Just where the credit department fits into the 
scheme of organization in any particular business 
house is a matter upon which business executives are 
not in accord. Some hold that it should be an integral 
part of the financing branch of the business, and 
others that it should be in the marketing branch. 

The more usual practice is to regard it as part of 
the financing branch. This would seem to be logical 
when it is realized that credit is a temporary sub¬ 
stitute for money, and the control of this substitute 
should be a function of the branch which handles 
the money. A company’s financial plan and its 
credit policy are bound together inseparably. 

In some companies the credit department, although 
nominally controlled by the treasurer, actually is 
under the dominance or influence of the sales mana¬ 
ger. Such a status is defended by the claim that both 
the selling of merchandise and the gathering of data 
are facilitated by the sales force’s cooperating 
actively in following up accounts and making col¬ 
lections. Harmony of action in dealing with cus¬ 
tomers is said to be facilitated. 
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That the credit department functions best when 
it is a wholly independent department is the belief of 
many executives. It is pointed out that a credit man 
must make some delicate decisions which he alone, 
because of his special training, is qualified to make. 
He should not, therefore, be hampered by any out¬ 
side influences, and his decisions should be final. 

Working independently, the credit department 
bases its decisions and opinions upon actual evidence 
and facts. This could not be the case if the credit 
man’s decision were subject to review and reversal 
by a higher authority, or if he felt it necessary to 
consult a superior officer before making a decision. 

Full authority to make all credit decisions himself, 
however, should not serve to isolate the credit man. 
He needs to keep constantly in close touch with other 
departments. He must confer with others to get 
information upon which to base decisions or to impart 
information about credit department activity. 

Antagonism between the sales and credit depart¬ 
ments is not uncommon. The sales department 
usually measures its results by volume of sales. 
Where an attractive order has been obtained as a 
result of hard work, the sales manager and the 
salesmen naturally resent the refusal of the credit 
manager to extend credit to the customer. They try 
to influence the credit manager to change his deci¬ 
sion. This is resented by the credit manager as an 
interference with his authority, and friction ensues. 

Perhaps there always will be friction in such cases, 
but the way to decrease it is not through uniting the 
two departments under one head. That would be 
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unfair to the executive upon whom the burden would 
be laid. The sales manager who works for volume of 
sales would find it difficult not to be influenced whCTe 
volume, affecting commissions and salaries, might 
be at stake. Neither department should be made 
superior to the other. 

The sales and credit department 
should be separate and equal in rank. 

Each should perform its own function 
with a thorough and sympathetic appre¬ 
ciation of the difficulties of the other. 

ORGANIZING THE DEPARTMENT 

The size and formation of the credit department 
may range from one man giving only a part of his 
time, to a department with a full complement of 
workers, comprising a credit man, assistant credit 
man, secretary, stenographers, file clerks, adjustment 
clerks, statistician, collection correspondents, credit 
adjusters, reference clerks, investigators, and mes¬ 
senger. The size of the department will depend not 
so much upon the size of the business as upon the 
class of customers. 

This class will determine the amount of inves¬ 
tigation that must be made, the amount of oversight 
and collection work required, the number of orders 
required to make a, given volume of sales. The 
credit department must work with intelligence and 
precision. This is possible only when the entire de¬ 
partment personnel does its work well and when the 
work of the entire credit department is suitably 
organized. 
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No department in the business organization has a 
greater need for keeping records accurate, up-to- 
date, and in order. There is an abundance of routine 
and detail work. The credit manager’s position is 
executive. Lest he become involved in details, he 
must have a competent and well-trained corps of 
assistants to take routine burdens from his shoulders 
and give him an opportunity to work constructively. 
For the proper administration of the department, a 
work manual, written by the credit manager and 
covering department routine, will be found highly 
valuable. 


It is of first importance that time be 
saved, for delay may mean the loss of 
business. Mechanical aids are necessary. 

THE CREDIT FILES 

Most important of the mechanical aids are the 
credit files. They must be accurate, simple and 
accessible. Where there is a large volume of routine, 
various machines, such as dictating machines and 
billing and posting machines, may greatly facilitate 
the department’s work. How elaborate the depart¬ 
ment’s files are depends largely upon the number and 
size of the accounts. 

The following files will be found necessary; 

1. A credit Information file 

2. A correspondence file 

3. A duplicate invoice file 

4. A customers’ ledger 
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The most advantageous form for the credit informa¬ 
tion file is a vertical file with folders of letter size. 
Each account will have its individual folder. These 
folders are of plain manilla cardboard. Usually this 
file is kept on a straight alphabetical basis. 

How efficient this file is depends upon the informa¬ 
tion it contains and the rapidity with which you may 
examine the contents. You may find it helpful to 
have an abstract of the material written on the front 
of the folder. Inside you will file all the material per¬ 
taining to the subject’s credit, such as agency reports, 
trade and bank information, and financial state¬ 
ments. Don’t put unnecessary material into this file, 
for you do not want it to become bulky and inefficient. 

The correspondence file contains the correspondence 
between the customer and the department. In some 
organizations this file is kept within the credit 
offices for current correspondence only. As soon as 
the department is through with the correspondence, 
it is sent to the general files. In other offices, there is 
no separate credit correspondence file, all correspond¬ 
ence being kept in the company’s central file. 

The duplicate invoice file contains extra copies of 
the invoices made at the time of billing. Filing is 
primarily by date, and secondarily either geographical 
or alphabetical. The value of this file lies in the fact 
that the credit department finds it necessary fre¬ 
quently to refer to copies of invoices. 

The customers' ledger, although it is, in a sense, a 
part of the accounting record, is primarily a credit 
and collection control file and might well be under 
the supervision of the credit manager. True, it is 



CREDITS AND COLLECTIONS 


also used by the ledger clerks, but unless there are 
unusual difficulties, it is suggested that you do not 
maintain a duplicate customers’ ledger. 

HANDLING ORDERS 

Methods of handling orders vary widely, but, in 
general, the same routine is followed in most organi¬ 
zations. Usually, it is necessary that credit be 
authorized quickly. For this reason, incoming orders 
take precedence over any other activity of the 
department. 

When an order comes in, the first step is to learn 
whether the account is a new or an old one. The 
credit department record reveals instantly whether 
the account is in good standing, and whether the 
order will not bring the account above the credit 
limit which has been set. 

With a new account the mechanism is set quickly 
in motion to get information upon which to judge 
the credit risk. First, ratings are sought in the credit 
agency books. With some credit departments, the 
investigation goes no further if the rating proves 
satisfactory. 

In some cases, a more thorough investigation is 
desired, and the credit manager notes upon the order 
the information he wishes. This may include such 
data as agency reports, trade reports, bank informa¬ 
tion, and financial statements. 

A clerk is given the task of getting this information 
and of following up the order to see that final action 
is not delayed. As soon as enough information is 
available, the credit manager acts upon it, and if the 
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account is accepted, he fixes a credit limit. The sales 
department and other interested departments are 
notified of the action. The necessary credit depart¬ 
ment records are made, a folder is started for the 
customer in the credit information file and the ac¬ 
count is added to those on the books of the company. 

The credit department, however, is still interested 
in that account and will watch over it vigilantly 
until the credit is redeemed by payment, thus prov¬ 
ing the credit to have been justified. Before the 
credit is redeemed, many things might happen which 
would interest the credit department. The debtor 
may move his place of business, his store may be 
burned out, or there may be drastic changes in his 
organization. 

Credit lines or limits may not remain fixed. You 
can regard them as correct only for a short time 
after they have been established. For many reasons 
the standing of businessmen constantly is changing. 
In order to keep the credit of the customer correctly 
appraised, you will find it necessary to supplement 
the original investigation with new data. Some credit 
departments review credit information every six 
months. 


The efficiency of the credit files is de¬ 
pendent upon their being kept up-to-date. 

MEASURING EFFICIENCY 

To measure the efficiency of the credit department 
is difficult because there are intangible factors in¬ 
volved. You cannot know exactly know much good 
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will the credit department has created or destroyed. 
Neither can you know how many errors have been 
made in rejecting orders which would have resulted 
in good business. 

It is unfortunate, but often true, that the credit 
department is judged almost solely by tangible fac¬ 
tors. A bad debt is a tangible factor that hurts the 
efficiency record of the credit department. A definite 
complaint made by a customer is another tangible 
factor. The result is that many credit men become 
extremely cautious. They do not press collections 
boldly for fear of offending the customer; they reject 
orders that have more than a minimum of risk. 

The truest way of gauging the risk of the credit 
department is to consider to what extent a minimum 
of good business accounts are lost, and how many 
doubtful and troublesome accounts are handled suc¬ 
cessfully. There should be few bad debt losses, a 
minimum amount of capital tied up, no accounts 
receivable, and reasonable credit department expense. 

The ultimate purpose of the credit de¬ 
partment, like the ultimate purpose of the 
business organisation itself, is not maxi¬ 
mum sales and minimum losses, but 
maximum profits. 

It is axiomatic that at the basis of our entire 
credit system rests the good faith of men who want 
to trade upon their credit. Protecting his house 
against dishonest buyers is not the credit man’s only 
task. He also must try to protect the debtor against 
himself. Many a debtor, with the best intentions in 
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the world, assumes a credit obligation which he will 
be unable to meet. 

When money is to be paid at some time in the 
future, the credit risk is completely and ultimately 
justified only when it has been canceled by payment. 
The credit investigation must be conducted to dis¬ 
cover not only whether or not the prospective 
debtor is acting in good faith, but also whether or 
not he is misjudging his future financial position. 
The two questions to be answered are: “Will he 
pay.?” and “Can he pay.?” 

THE FOUR CREDIT FACTORS 

To find the answer to these two questions you 
break the credit risk into four factors: 

1. Character. The intensity of your debtor’s 
desire to pay. 

2. Capacity. His ability to keep or acquire funds 
with which to pay. 

3. Capital investment. The extent and nature of 
his present wealth, which may be regarded 
as a sort of insurance for payment. 

4. Circumstances. The extent to which he may be 
helped or hampered by business conditions in 
converting his wealth into cash before the 
time comes for him to pay. 

All these factors cannot be equal in all risks. An 
excess of one factor may offset a deficiency of an¬ 
other. So it is that credit risks have a wide range. 
One house will accept large risks while another will 
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insist upon an almost certainty of payment; one will 
lean heavily on one factor, and one upon another. 

Credit is a vital force in industry. Its purpose is to 
promote the maximum of profit. In determining 
what the maximum of profit is the first consideration 
is the margin of profit in the sales. The greater your 
margin of profit, the greater are the risks that you 
may take. 

Your credit policy will be liberal 
where your profit is large. Conversely, 
where your sales are on a narrow margin 
of profit, your credit policy must neces¬ 
sarily be strict. 

If your business is organized on the basis of large- 
scale production and requires a large volume of 
sales, you may attempt a liberal policy. Keen com¬ 
petition may also dictate a liberal credit policy, 
on the theory that if you turn down an inferior 
credit risk, your competitor may accept it and make 
a sale that it would be very desirable for you to 
make. 

Credit men are only human, and all too often 
they let their own peculiar mental attitudes get in 
the way of their judgment. It may be the nature of 
your own credit man to be overly cautious and to 
reject risks unnecessarily. Another may have an 
inclination to take a chance. He finds it difficult to 
reject any but the very poorest risks. One may be 
swayed by the desire for a low percentage of bad 
debt losses, another may not worry about losses if 
a large sales volume is obtained. 
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Occasionally a credit man is too greatly influenced 
by some past experience. He may stress, for example, 
the necessity of capital to the neglect of other credit 
factors, or he may be inclined to insist upon more 
insurance than is adequate. 

Personal inclinations indicate a lack 
of balanced thinking in the credit man. 

Avoid them. 

Because of the quick, yet uneven, pace at which 
business is conducted today, many houses find it 
necessary to adopt a credit policy that is elastic. 
We are in an age of short-lived merchandise. Each 
link in the chain from manufacturer to consumer 
strives for a quick turnover. Sometimes forced liqui¬ 
dation is necessary to avoid large losses. Style 
changes may make it necessary to dispose of an 
inventory quickly. Under conditions that are adverse, 
the standard of credit must be lowered. On the other 
hand, when a seller’s market prevails or when adverse 
business conditions darken the prospect of getting 
payment, credit standards must be raised. The 
credit policy and the marketing policy must be co¬ 
ordinated. The credit man must have a merchandising 
as well as a credit point of view. 

Do not confuse credit reputation with credit worth. 
It is not enough to learn how other people regard 
the risk, for a reputation may be a hollow one. You 
want, of course, to know the general credit reputa¬ 
tion of your customer, but you must appraise for 
yourself both his willingness to pay and his ability 
to pay. 
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In general, however, a good credit reputation is of 
extreme importance. A man is not likely to enjoy a 
good reputation unless he deserves it. It is not likely 
that the majority of credit men have made a mistake 
in appraising him. A good rule for you to follow, then, 
is this: 


You may act contrary to the prevailing 
opinion of other creditors when your 
decision is that credit should be refused. 

You cannot feel safe in granting credit 
to a man to whom credit is being refused 
by others. 

THE debtor’s character 

In listing the factors essential to a satisfactory 
credit risk, credit men usually place character first. 
It should be first, for it implies not only a willing¬ 
ness to pay, but a determination to pay. There is 
little profit in dealing with the man who will not 
pay unless he is legally obliged to. The advice of 
Hugh McCullough, First Comptroller of the Cur¬ 
rency, in a circular letter to banks in 1864, still holds 
good: “Never deal with a rascal under the impression 
that you can prevent him from cheating you. The 
risk in such cases is greater than the profits.” 

Character is difficult to appraise. It possesses no 
unit by which you can measure it. Furthermore, it is 
easily simulated. In attempting to appraise it, the 
credit man usually investigates reputation. Although 
it is true that a man may have deceived people as to 
his true character, nevertheless, the method may be 

108 



THE CREDIT DEPARTMEitT 


justified on the ground that a man’s reputation is 
built up by his actions, and his actions are the result 
of his character. The plus or minus rating which is 
given to a prospective debtor’s character is given 
according to the standards which the appraiser fixes 
for himself. Naturally, standards of business morality 
differ among individuals. 

Inaccurate appraisal of character, most of the 
time, is due to lack of Information rather than to 
misinterpretation of data. To appraise a man’s char¬ 
acter, learn all you can about his life and his record, 
and investigate his qualities of integrity, obedience to 
law, clean living, and loyalty. Learn, if you can, how 
good his promise is and what are his personal habits, 
his manner of living, his amusements, his behavior, 
his associates, and his business ethics. Do not make 
the mistake of interpreting your failure to discover 
unfavorable facts as positive proof of high moral 
worth. Get positive information. 

When you are investigating a customer’s character, 
you will also be investigating his capacity to pay. 
The two factors, however, have nothing to do with 
each other and must be appraised separately. 

Capacity means ability. It includes both physical 
and mental power plus the activity with which they 
are used. Is he going to make good ? Many factors 
enter into the question—his age, for example, because 
his age is a factor in both his experience and his 
vigor. Ambition, shrewdness, judgment, and energy 
must be taken into consideration. So must technical 
knowledge, executive ability, general education, loca¬ 
tion of the business, and general business methods. 
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CAPACITY AND CAPITAL 

With respect to the capacity factor, credit appli¬ 
cants fall into two classes: those who have demon¬ 
strated their capacity or lack of it, and those who 
have yet to reveal their capacity. A long record of 
success is strong evidence of satisfactory capacity. 
You will find, also, that a man with high capacity 
may be relied upon not to obligate himself to 
such an extent that he cannot find the means to 
pay. 

Credit men usually pay more attention to the 
capital factor than to the character and capacity fac¬ 
tors. This is because capital is a tangible factor, 
measured in dollars and cents. 

Capital to the credit man means the financial 
strength of the risk. It means, first, the amount of 
money that the subject has at the risk of the business, 
augmented, sometimes, by capital that is invested 
in or at the risk of other enterprises. It means, also, 
the nature of the assets that are invested. 

Capital is the amount that the debtor holds out as 
a guaranty that he will redeem a credit transaction. 
It represents the extent to which losses can be 
avoided. As a creditor, you will require a margin 
of safety that is in proportion to the hazard and to 
the amount of credit which the debtor uses. You will 
want to know not only the extent of the debtor’s 
capital, but how he acquired it. You will want to 
know whether it is increasing or decreasing. The 
financial record of the man or men to whom you are 
contemplating extending a credit is highly important. 
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BUSINESS MOVEMENTS 

The three C’s of credit, Character, Capacity, and 
Capital, are internal factors over which the credit 
applicant has some control or which are a part of 
his own record. There are other factors that influence 
the appraisal of the credit risk over which he has no 
control. They are the factors of economic circum¬ 
stances or business conditions. 

A business is subject to two types of movement: 

1. Regularly recurring seasonal activity 

2 . Irregular oscillation of business generally 

Seasonal activity is expected and largely can be 
discounted. The amount of credit that a man may 
use advantageously in a seasonal business varies 
with the season. This seasonal variation of credit 
power must be considered carefully. 

In considering the effect of business conditions as 
a whole, it is necessary to study the status of the 
particular industry under investigation. The move¬ 
ment of some one specific industry may be in direct 
contrast to the larger movement of the business 
cycle. Credit conditions may be good in a certain 
industry, while the status of industry as a whole 
may be one of general depression. Or, the converse 
may be true. 

How accurate your appraisal of a credit risk is 
depends upon how much and how accurate is the 
information that you uncover. With such experience 
and judgment as you are likely to possess, the chances 
are that you will reason logically in drawing your 
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conclusions, but you cannot reach a sound conclusion 
if there are important factors that are unknown to 
you. 

It does not pay, of course, in every case to spend 
the time and money necessary for a complete investi¬ 
gation. The volume of the order or the amount of 
profit in it may be too small to justify a costly inves¬ 
tigation, or your experience with that particular 
prospective customer may seem to indicate that a 
detailed inquiry at the present time is unnecessary. 

THE SCOPE OF YOUR INQUIRY 

If you are investigating a prospective account, it is 
for one of three purposes: (i) a new or prospective 
account must be investigated, (2) an old account 
must undergo a periodic revision, or (3) some special 
circumstances call for the revision of the account. 

The information you are seeking is of three kinds: 

1. General information or antecedents 

2. The financial position 

3. The credit hazard of the industry 

The general Information that you seek Includes 
facts about the type of business, its legal composition, 
its location, and a complete record of the concern 
and its owners. 

Your investigation of the financial position will 
include its past financial record, as well as a thorough 
analysis of its present position. It will also include 
the concern’s trading record or reputation and its 
record and method for taking care of its credit 
obligations. 
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The general credit hazards in the particular indus¬ 
try must not be overlooked. Consider the type of 
business into which the concern falls. There are, of 
course, many special types, but, in general, the firm 
you are investigating is likely to be a manufacturer, 
that is, a firm producing or assisting in the produc¬ 
tion of goods, or a merchant, that is, a firm selling 
the article without changing its form. 

In some lines you will find several types of business. 
In the textile field, for example, there are four gen¬ 
eral types: the manufacturer, the contractor, the 
jobber, and the retailer. Each presents a credit hazard 
peculiar to itself. Generally speaking, retailing is the 
simplest form of business, while in many cases job¬ 
bing requires broader general knowledge of the 
market, as well as larger capital. Manufacturing, 
likewise, requires broad knowledge of both marketing 
and production and large capital. Different types of 
manufacturers present different types of credit 
factors. 

The form of the ownership of a particular concern 
is a factor affecting its credit risk. Your decision very 
often will be influenced by the knowledge that the 
proposed customer is a single proprietorship, a 
partnership, a corporation, an estate ownership, a 
trusteeship, a business trust, a cooperative society, 
a joint stock company, or a receivership. 

THE ONE-MAN BUSINESS 

The single proprietorship is the simplest and most 
common form of business ownership. Here, in ex¬ 
tending credit, there are no legal restrictions for 
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you to guard against, except to make sure that the 
business is a legal one, that the owner is neither a 
minor nor insane, and that the owner, if a married 
woman, has the legal right to transact business. 

In a single proprietorship, the owner is free to 
operate the business according to his own judgment, 
and his entire estate, except for certain property 
exempt by certain state laws, is at the risk of the 
business. When he is experienced and has sufficient 
capital, he presents a very desirable risk. 

Some factors in the case of the individual owner, 
however, should be looked into. Does the individual 
own his property outright, or is it in the name of his 
wife, or is it owned jointly with his wife f In either of 
the latter two cases the property would be removed 
from the reach of creditors. If a woman is the os¬ 
tensible owner of the business, have you made sure 
that she is not a dummy for the real owner ? 

Does the individual owner whom you are investi¬ 
gating have sufficient general ability to direct his 
business successfully? Is his health likely to break 
down and thus endanger his enterprise? Does he 
carry life insurance for the benefit of his estate or of 
his creditors? An analysis probably would show a 
larger percentage of business failures in single pro¬ 
prietorships than in partnerships or corporations. 

PARTNERSHIPS 

Where you are investigating a partnership, learn 
its individual characteristics. Is it a general or a 
limited partnership? If it is a general partnership, 
each partner is liable for all the debts of the firm. 
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If it is a limited partnership, each partner, is not 
liable beyond his investment in the business. 

You should know, then, the sum contributed by 
the limited partner and the date of the termination 
of the agreement. Should a partner become insolvent, 
business and personal creditors would not have an 
equal claim on all the assets. The general creditors of 
the partnership have a prior claim to the firm’s assets 
over the creditors of the individual partners. Like¬ 
wise, the personal creditors have a prior claim to the 
personal assets of the individual partner. 

The death of a partner terminates the partner¬ 
ship, unless there is an agreement to the contrary, 
or a partner may withdraw from the firm. Neither 
a partner or his estate can, of course, be held liable 
for any debts incurred by the partnership subsequent 
to the partnership’s termination. 

Where, therefore, you are extending 
credit to a partnership and one of the 
partners dies or withdraws from the firm, 
you should either revise your credit file 
or proceed as if you were investigating a 
new account. 

You will find some advantages in extending credit 
to a partnership. Usually it has more capital than 
an individual proprietor. It is a simple, compact 
form of organization and has an advantage over a 
corporation for your purposes in the fact that each 
individual partner is responsible for the acts of all 
partners. 
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A disadvantage in a partnership lies in its lack of 
stability. It is subject to dissolution without warning. 
Guard yourself as a creditor against dissention among 
the partners, as well as against complications arising 
from the personal obligations of the several partners 
and from complications arising from the partner¬ 
ship’s termination. 

CORPORATE OWNERSHIP 

The corporation, although it is the most compli¬ 
cated form of business organization, has some fea¬ 
tures which give it a preference over a proprietorship 
and a partnership as a business risk. In the famous 
definition given by Chief Justice John Marshall, 
“A corporation is an artificial being, invisible, intan¬ 
gible, and existing only in the contemplation of law.” 

One of the most emphasized credit factors char¬ 
acteristic of corporations is the limited liability of 
the ownership. The general rule Is that a stockholder 
cannot be held individually liable for the debts of 
the corporation. There are, however, some exceptions. 
California, for example, makes all stockholders, both 
domestic and foreign, liable for the debts of the cor¬ 
poration incurred while they were stockholders, in 
the proportion that their stock bears to the total 
subscribed stock of the corporation. 

You must remember, too, that a corporation pos¬ 
sesses only those powers granted to it by law. It is 
less flexible than other forms of business organization. 
Its restrictions may restrain it from plunging into 
wild adventures, but Its form may also permit Iden¬ 
tities and responsibilities to be hidden. 
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Credit men generally favor the corporate form of 
organization for a number of reasons: 

—^Death does not terminate the business or affect 
its routine. 

—Personal creditors of the owners cannot touch 
the corporation’s assets. 

—Expansion of capital is easily permitted. 

—It is an ideal unit for large-scale production. 

—Its existence may be perpetual. 

decedents’ ESTATES 

Frequently, you are obliged to deal with the owners 
of decedents’’ estates. Usually these ownerships are of 
brief duration, operating only until the business 
can be sold or liquidated. Seldom are they highly 
successful. 

If you are selling to the owners of an estate, it is 
important to know that all the legal requirements 
are being observed. If the management of the estate 
is in the hands of the executors, get a copy of the 
probated will, or in some other way satisfy yourself 
that they are empowered to act. Are administrators 
serving only for the purpose of liquidating the busi¬ 
ness.^ or have they the power to continue it? Have 
the executors or administrators properly qualified? 
Are they under bond ? 

When a customer dies, change the designation 
under which the account has been carried so that it 
indicates estate control. The correct style may be, 
for example, “The Jones Lumber Company, Estate 
of Paul Jones, Proprietor.” If any bills are outstand- 
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ing at the time of death, you must know how much 
time you have within which to file your claim with 
the executors or administrators in order to share in 
the distribution of the estate. You also should know 
how long a time is given before the executor or ad¬ 
ministrator can be compelled to settle claims. 

Some forms of business organization, which you 
will encounter only rarely, include joint stock com¬ 
panies, trusts, and cooperative societies. When you 
do encounter them, the primary question to determine 
is where the liability lies. 

In joint stock companies and cooperative societies, 
usually there is unlimited joint and several liability 
contracted while the individual was a member. In 
some places, however, state legislation has modified 
this condition. Pennsylvania, for example, provides 
for cooperative associations that are allowed to trans¬ 
act only for cash. Consequently a credit claim, if the 
law were transgressed, could not be enforced. 

OWNERSHIP BY TRUSTS 

One form of business organization with which you 
may be called upon to deal is the so-called “Massa¬ 
chusetts Trust,” or the business trust, or the common 
law trust. This is an attempt to obtain “the advan¬ 
tage belonging to corporations without the authority 
of any legislative act, and with freedom from the 
restrictions and regulations imposed by law upon 
corporations.” 

The degree of responsibility on the part of persons 
connected with such trusts depends upon the terms 
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of the declaration of trust. The trustees, by express 
provision, may themselves avoid personal liability 
upon any contract that they enter into. The articles 
of association may be so drawn that any debt incurred 
by the trustees or the association may be a lien upon 
the trust property, with the trustees having no power 
to bind the shareholder personally. 

Actions against common law trusts for the recovery 
of debts must be in the nature of actions in equity 
to subject the trust property to the payment of the 
indebtedness. Credit men generally are inclined to 
view such trusts with suspicion, and consider that 
this form of business organization detracts from the 
desirability of a credit risk. 

BUSINESS LOCATIONS 

The location of a business is a credit factor which 
should not be overlooked in evaluating a risk. The 
location must be logical. A deserted grocery store in 
a sparsely settled community is mute testimony to 
the proprietor’s error in judgment. On the other 
hand, a business should not be subject to too great 
competition. Where there are more retail stores than 
a community can support, the weakest are forced out 
of business, and their proprietors usually have bad 
debts for their creditors to absorb. 

A jobber may operate out of a high-rent area, but 
he should have a natural territory readily accessible 
to his salesmen and to his goods. The manufacturer 
must be in a location which ensures him adequate 
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labor, power supply, transportation facilities, rea¬ 
sonable rent, and reasonable nearness to raw mate¬ 
rial. As with other types of business, frequent moving 
from place to place is a distinctly unfavorable sign. 

STUDYING PAST RECORDS 

In studying a credit risk you will be impressed 
favorably or unfavorably by the records of both the 
concern and the owners. It is best to treat these 
separately. Even though a business organization has 
a good record, you will want to beware of it if one 
or more of its members are lazy, speculative, extrava¬ 
gant, or dishonest. 

Because a man has failed once, his credit Is not 
necessarily to be rejected. His failure might have 
occurred solely through the shortcomings of his as¬ 
sociates or through outside conditions which could 
not be prevented. Study the conditions surrounding 
the cause of failure, and note especially the extent to 
which he has shown a sense of responsibility to his 
creditors. Look also at his record of fires and burg¬ 
laries. Too many of them point toward dishonesty. 

Has he had many law suits f Whether they were 
won or lost, they may indicate that the concern has 
been truculent. The quarrelsome customer is hard to 
do business with. Observe whether or not the men 
in control work together harmoniously. 

A most significant factor in credit Investigation 
is the length of time a concern has operated success¬ 
fully. With most concerns, the critical period is their 
youth. If it has functioned over a number of years, 
that fact should weigh heavily in the credit judgment. 
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An exception to this, of course, would occur when 
the management has not kept up with the times. 

In studying the antecedents, it is highly 
important that the record be kept. There 
should be no breaks or gaps in the data. If 
there is such a gap, be suspicious of it. 
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4* -/above all, the credit 
man must be thorough. No important or decisive 
factor concerning your prospective debtor’s 
character, capacity or capital should be over¬ 
looked. Furthermore, it is not enough that you 
be skilled in appraising an individual risk; you 
must know the industry as a whole. Unless 
you know the setup of the industry as a whole, 
you are not thoroughly equipped to study credit 
factors. Answer these questions: 

Where is the industry located ? 

What are the successive steps in the produc¬ 
tion of the commodity? 

What are the methods of distribution by 
manufacturers ? By jobbers ? By retailers ? 

What is the financial strength of the men and 
organizations in the industry? 

Wbat terms of sale prevail ? 

What is the general credit hazard ? 


♦ ♦ 
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T>epartmental Problem 


T he name of a new prospective cus¬ 
tomer is presented to you for your 
recommendation as to whether or not 
credit should be extended to him. You 
make an investigation which discloses 
that the management of the company is 
honest and in the past has paid its bills 
with reasonable promptness. 

At the present time, however, condi¬ 
tions in the customer’s field—textiles— 
are unsatisfactory. Net profits on sales, 
exclusive of bad debts, are only per 
cent. The particular company you are 
interested in made sales totaling $150,000 
in the last year, and its bad debt losses 
were 2 per cent of the sales. Conditions 
are now continuing at about the same 


Is the company a good credit risk ? 


(Ste Solution on page 325.) 
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Credit Information Sources 

I F YOU could have all the facts that have a bearing 
upon a credit risk spread out before you, and if 
you could interpret all of them accurately, you would 
be reasonably safe In making your decision, for the 
only uncertainty remaining would be due to the 
unforeseen upsets in the future, and these would be 
relatively few. Unfortunately, however, you rarely 
have all the facts, but you should aim to get as many 
of them as possible. Certainly you must have data 
that is sufficient and reliable. Without it you cannot 
be sure of the soundness of your judgment. 

The first requisite of investigating 
credit is to know how and where to get 
sufficient data upon which to make an 
accurate credit decision. 

Included with the facts will be opinions. You must 
seek information from other people who have formed 
an opinion of the subject as a credit risk. Your own 
judgment naturally will be influenced by the con¬ 
clusions that others have reached. Do not, however, 
allow the opinions of others to Influence you too 
much. Select carefully those whose opinions you take. 

Usually when you are gathering facts, you must 
do It relatively quickly and without spending much 
money. To do this, it is necessary that you have a 
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knowledge of all the sources upon which you may 
draw to supply information as to any subject’s in¬ 
dustry, and the type of information you can obtain 
from each source. 

INFORMATION SOURCES 

There are two classifications of credit information 
sources: direct and indirect. Direct sources of informa¬ 
tion include the following. 

1. Your own personal knowledge 

2. The subject’s record with your house 

3. A personal investigation 

4. A survey of the subject’s plant or business 

5. His financial statement 

The indirect sources available to you are: 

1. Any mercantile agency 

2. The trade 

3. The banks 

4. Public records 

5. Clippings from news and trade papers 

6. Miscellaneous 

Another way of classifying sources of credit infor¬ 
mation would be by dividing them into those sources 
which are free and those for which a charge is made. 
More prominent among those you pay for are the 
mercantile agencies. 

The term “mercantile agency” we get from the 
original name of the Institution established by the 
founder of R. G. Dun & Company. It was launched 
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under the name “The Mercantile Agency, Lewis 
Tappan & Co., Proprietors.” Since then, all agencies 
engaged solely in supplying data have come to be 
known as mercantile agencies. 

Mercantile agencies are divided into two classes, 
general and special. The former supplies information 
on a business of any nature which is a user of credit. 
Dun & Bradstreet, Inc., is the only credit informa¬ 
tion institution that qualifies as a general agency. 
There are a number of special agencies which spe¬ 
cialize in supplying credit information to particular 
branches of business. 

None of the special agencies, however strongly 
intrenched in the particular industry in which they 
specialize, enjoy so wide a reputation as Dun & 
Bradstreet, Inc. The oldest and largest of credit 
agencies. It has 178 offices in the United States and 
Canada and covers approximately 70,000 communi¬ 
ties by representatives in person or by correspondents. 
Scores of thousands of correspondents, attorneys, 
and reporters are busy every business day assembling 
and disseminating credit information. Independent 
agencies in foreign countries supply information to 
Dun & Bradstreet, Inc., through contractual ar¬ 
rangements. No foreign country, however, with the 
single exception of Germany, approaches the effi¬ 
ciency of the credit agencies of the United States. 

In the early days of the agencies, business houses 
were Inclined to get from the agencies all the informa¬ 
tion possible about their customers. They resented, 
however, as debtors, any attempt on the part of the 
agencies to get any information about themselves. 
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There was an attitude of considerable hostility on 
the part of business toward what was considered to 
be prying by the agencies into private matters. 

As time went on, however, the mercantile public 
began to see advantages in cooperating with the 
agencies. The shrewd businessman realized that the 
agency provided him with the means to advertise his 
good credit standing. The well-rated firm found its 
business solicited by the best firms available. Wider 
selection of goods and better prices resulted. 

USING AN AGENCY 

Today, although there still are some businessmen 
who hinder the work of the agencies, most houses 
receive reporters from the agencies as a matter of 
course and willingly give them the information asked 
for. The largest concerns, in fact, volunteer informa¬ 
tion about any changes in their organization or policy 
which might be of interest to creditors, and they 
send along their financial statements as rapidly as 
they are compiled. 

As they have developed, agencies have found it 
necessary to walk cautiously lest they be sued for 
libel as a result of publishing, through error, some 
false report which damaged some businessman or 
organization. It is fairly well established, however, 
by this time, that if information is asked for, it is in 
the interest of society that it be given, and when it 
is given without malice, the answer is a privileged 
communication. It is dangerous, however, not only for 
the agency, but for the individual, to give derogatory 
or defamatory information to someone who has made 
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no inquiry or who may have no direct interest in 
such information. 

The agency is bound to exercise prudence, skill 
and diligence in carrying out its contract to furnish 
information to its subscriber. There is no doubt that 
an agency is liable, in the absence of an express con¬ 
tract to the contrary, for negligence in performing 
that contract. 

To avoid liability, the agency stipulates in the con¬ 
tract with the subscriber that it will not be respon¬ 
sible for any losses occasioned by the neglect or 
misconduct of anyone upon whom the agency relies 
for information, and neither the truth nor the cor¬ 
rectness of the information is guaranteed. It is by 
no means certain, however, that this feature of the 
contract legally absolves the agency. 

It is well to note at this point that you cannot re¬ 
cover from the agency for any damages you may have 
suffered through relying on the agency’s report, even 
when the agency is negligent, if at the time the 
report was so old that it could not justifiably be 
relied upon. The tendency of the law seems to be to 
restrict the length of time during which such state¬ 
ments can be relied upon with legal protection. 

A question sometimes arises as to whether a credi¬ 
tor may sue a debtor for statements which a debtor 
made to an agency with the expectation that it would 
be made to a creditor. It is just the same as if it 
had been made directly to the creditor. However, if a 
merchant makes a statement to an agency and the 
agency changes the statement, then the merchant 
is not liable. 
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Agencies number among their subscribers, every 
kind of industry, financial institution and profession 
which is an acceptor of credit. They have become 
highly efficient and reliable, and you will find it al¬ 
most as safe to sell to the customer in the remotest 
part of the country as to a similarly rated customer 
in an adjoining county. 

Bear In mind, however, that the mercantile agency 
is only one source of information, and its work can¬ 
not be expected to be perfect. Use the agency, of 
course, but do not rely exclusively upon agency 
information and especially upon any one agency. 
Tap other sources of information, not only to aug¬ 
ment the information the agency gives you, but to 
verify it. 


DUN & BRADSTREET 

The importance of the one great general agency is 
such that it will pay you to become familiar with its 
method of operation. The executive office of Dun 
& Bradstreet, Inc., is in New York City, and from 
there general control Is exercised over all its other 
offices. The country is divided into a number of large 
districts, in each of which there Is a district office 
where reports on the businessmen of the district are 
assembled and filed. In each district there are sub¬ 
offices, with reporting stations in the large centers. 
These suboffices and reporting stations are head¬ 
quarters for field work. The New York and Chicago 
offices serve as clearing houses for the branches. 

The army of employees engaged in acquiring credit 
information has behind it the prestige of the agency. 
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Furthermore, the investigators in time become ac¬ 
quainted with businessmen in the territory and are 
in a position to secure confidential information not 
ordinarily available to all sources of inquiry. The 
investigators are divided into three general classes: 

1. The resident reporters 

2. The traveling reporters 

3. Special reporters in recorders’ offices 

In nearly every town and village in the country 
the agency has established a connection with a local 
man who acts as the local representative or resident 
reporter. His chief value to the agency lies in the 
fact that he is available to answer its inquiries 
promptly. He is paid a fee for his services. Sometimes 
the agency will have two representatives in the same 
community who work entirely separately from each 
other; their reports thus serve as a check upon each 
other. 

The great mass of information in the files of the 
agency is supplied by the traveling reporters who 
devote their entire time to investigations for the 
agency. As far as possible, their work is specialized, 
For example, a reporter in New York City who covers 
the cloak and suit trade may confine his activity to 
this one division of industry. 

These traveling reporters are required to cover 
their territories at least once a year, interviewing all 
names assigned to them and investigating any new 
enterprises which may come to their knowledge. 
This information checks on and supplements infor¬ 
mation sent in by the resident reporters. The traveling 
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reporters are trained in a school which the agency 
maintains. 

In the large trade centers, the agency maintains 
its own representatives in the county recorders’ 
offices. In the smaller cities, the county clerk or some 
lesser clerk serves as the agency’s representative. 
Such special reporters keep the agencies informed of 
deeds, suits, mortgages, and other instruments filed 
that are likely to have an effect upon anyone engaged 
in business. They send detailed memorandums to the 
district office. Clerks regularly employed who per¬ 
form this service are paid a fee. 

In addition to the investigations carried on by its 
three classes of reporters, the office itself may make 
investigations. As a subscriber you will send in an 
inquiry on a name new to the agency, we will assume. 
The name of the subject is given to the traveling 
reporter, and the traveling reporter gets in touch with 
him personally, if possible, or by letter if he cannot 
call immediately. The subject of your inquiry thus 
is given an opportunity to help establish his own 
credit worth. 

The local reporter is asked to make his report on 
the name, and the traveling reporter is asked to make 
his own complete investigation as soon as possible. 
References, which may be furnished by the subject, 
are communicated with, information from all sources 
is compiled and edited and a special report is written. 
The information is filed away to be available for 
future inquiries from subscribers. 

The record on the subject is kept up-to-date by 
later reports from the traveling reporters with addi- 
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tional information which may be supplied by the 
other reporters. In addition, frequent investigations 
are made in the trade to ascertain the subject’s pay¬ 
ing habits. In this operation the agency will seek 
information from you and from other subscribing 
references. 


BUSINESS RATINGS 

The agency publishes reference books that are re¬ 
vised six times a year. In addition to a list of mer¬ 
cantile traders and banking institutions in the United 
States and Canada, the reference book contains other 
features of value not only to the credit department 
but to the sales and shipping departments. More 
than two million names of business concerns and 
bankers with capital and credit ratings for the busi¬ 
ness concerns are printed, as well as miscellaneous 
information. Pocket editions for single states or com¬ 
binations of smaller states are also published. 

The rating of each business concern is shown by a 
key. Usually two elements, capital and credit, go 
to make up the rating. The estimated pecuniary 
strength of the concern is signified by a letter, while 
the general credit is expressed by a numeral and 
fraction of a numeral ranging from one to four. The 
symbol Ai is used to express the highest grade of 
credit for all concerns with a capital of more than 
$500,000. 

The capital range in the reference book classifies 
all subjects, from those with a capital of less than 
$500, represented by the letter M, to those with a 
capital of more than $1,000,000, represented by the 
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letters Aa. There are seventeen classifications of 
capital. There are four credit ratings, high, good, fair, 
and limited, which are represented by numerals and 
fractions of i to 4. 

Occasionally, capital rating is given without a 
credit rating. This occurs only with small businesses 
and is limited to the capital symbols L and M. More 
frequently will be found the “blank blank” rating, 
which signifies the absence of both capital and credit 
classifications, and the numerical, or “one-legged,” 
rating expressed by the symbols — i, —2, —3, or —4, 
which combines both a general credit conception and 
a general idea of financial strength. 

In studying customers’ financial statements you 
may find that the net worth, as shown in the state¬ 
ment, does not correspond with the agency’s capital 
rating. This discrepancy may be due to the elimina¬ 
tion by the agency of intangible and unavailable 
assets or to the depreciation of assets which may have 
been overvalued. The agency very logically takes 
the position that the capital rating should reflect 
the tangible net worth of the concern with the tangi¬ 
ble assets fairly valued. The capital rating does not, 
of course, reflect the liquidating value of the business, 
but rather its fair going-concern value. 

With the exception of L and M ratings, credit 
ratings always are assigned if the subject is capitally 
rated. The “high” credit rating is restricted to names 
of at least $10,000 capital. This is because such con¬ 
cerns are likely to be better organized, have superior 
management, and have the added protection of the 
greater capital itself. To deserve a high credit rating, 
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a concern should have been in business long enough 
to be regarded as being established; it should antici¬ 
pate or discount its bills consistently; it should have 
favorable future prospects; and it should have sub¬ 
mitted statements regularly. 

The “good,” or second-grade, rating is available 
to businesses with a capital of at least $i,ooo. This 
rating is assigned where the subject fails to qualify 
for the high rating. To merit the good rating, the 
subject must be regarded as sound, and payment 
must be generally prompt. When you are interpreting 
this rating, you cannot regard all “good” credit 
names as equally good. The rating of G3, for example, 
is relatively better than the good rating of AAi. 
The former would represent the best that could be 
obtained with the limited capital, whereas the lat¬ 
ter, you may feel, casts some reflection on the 
management. 

The “fair,” or third, grade of credit rating generally 
indicates slowness in payments. It does not mean 
that the subject is unsound financially or is an unsafe 
risk, but that he is, presumably, nearer to the border 
line between a sound and an unsound financial posi¬ 
tion than is the subject of good credit. 

The “limited,” or fourth, grade of credit indicates 
still greater slowness of payments. It does not indi¬ 
cate actual financial difficulty or that the subject 'may 
not continue to operate indefinitely. Obviously, he 
is more hazardous than he would be if he were able 
to pay his bills more promptly. When interpreting 
this rating, you must take into consideration the 
amount of capital assigned. If a concern with a 
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capital of $1,000,000 is such slow pay as to merit a 
limited rating, it probably does not merit a great 
deal of confidence. 

The “blank-blank” rating is assigned when no 
other fits the subject. He may be in financial diffi¬ 
culties, or difficulties may be imminent. There may 
be legal obstructions or character factors which could 
not be reflected by any other rating. When you are 
confronted with such a rating, either make a more 
thorough investigation or turn down the account. 

The numerical or one-legged rating seeks to indi¬ 
cate both probable capital and credit with only one 
symbol. If, for example, the rating is — i, you inter¬ 
pret the rating as covering a subject with a capital 
of probably in excess of $125,000, and it is indicated 
that the subject is thought to be entitled to a credit 
commensurate with its capital. The rating —2 covers 
capital with credit merit within the approximate 
range of $20,000 to $125,000. The rating —3 em¬ 
braces capital and credit in the range of $2,000 to 
$20,000, and the rating —4 in the range of $1,000 to 
$2,000. 

The rating is a means of classifying and cataloguing 
the credit of a business concern, but you will note 
that it reveals nothing more than a conclusion. Fre¬ 
quently, you will want to draw your own conclusion, 
and to do this you will want to have the important 
facts learned in the course of the investigation. 

AGENCY REPORTS 

For any of three reasons you may wish a special 
report. First, there may have been a revision since 
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the publication of the reference book; second, you 
may differ with the agency in the rating assigned; 
third, you might want details of the record, financial 
statement, general information, and other items be¬ 
yond the bare capital and credit rating. 

Special reports are revised regularly twice a year. 
In addition, much information, especially of a derog¬ 
atory nature, reaches the agency between periods. 
Special investigations also may be made. As a sub¬ 
scriber, you have the benefit of an automatic fol¬ 
low-up on all your requests for risks. 

Two types of reports are furnished by the agency: 

1. Regular reports 

2 . Analytical reports 

The analytical report differs from the regular re¬ 
port in that it contains balance sheets for three dif¬ 
ferent years and an analysis of the latest balance 
sheet. Analytical reports are restricted generally to 
concerns having a capital in excess of $20,000. 

The agency furnishes you, as a subscriber, with 
letters of introduction so that your representatives 
may obtain information at any of the agency’s 
branch offices. You also have available the advice and 
recommendation of the credit analysts of the agency. 
When you receive an order, for example, you may 
telephone the agency and receive an opinion as to 
whether or not it is wise to make shipment. 

When you inquire about a name, the agency, in 
addition to giving you the report in its files at the 
time, continues giving you information for a period 
of I year and then gives you the opportunity to 
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renew the service on that particular name if you care 
to do so. Even though you do not renew the service, 
if the information is derogatory, the agency con¬ 
tinues to supply it for a period of 2 years subsequent 
to the termination of the year’s continuous service. 
Derogatory notices Include assignments, foreclosures, 
mortgages, law suits, fires, judgments, and any other 
information tending to detract from the credit stand¬ 
ing of the subject. 

Most credit men regard Dun & Bradstreet’s refer¬ 
ence books as indispensable, but if you are wise, you 
will use them with caution. They should be verified 
whenever possible, for even the best of agency ratings 
are not infallible. In particular cases, ratings may 
have been based upon insufficient information, the 
facts may have been misinterpreted, or there may 
even be typographical errors among the more than 
two million items. In all cases where an amount of 
any consequence is involved, it is well to analyze the 
reports yourself and arrive at your own conclusions. 

It is a good practice to check your credit files with 
each new reference book. The downward or upward 
change in a rating may indicate the necessity for a 
new investigation. Upward revision may mean the 
possibility of a larger line of credit and more business. 

Obviously, the agency cannot give you up-to-the- 
minute service. If you desire information brought 
completely up to date, you usually must make your 
own investigations to cover the space since the latest 
special report. Another limitation in agency reports 
lies in the general exclusion of information that it 
might be difficult to substantiate. The reports are 
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largely factual, and sometimes there is an inside 
story, which cannot be published, which yet would 
influence a decision. 

Furthermore, the agency cannot fit its system to 
the peculiar needs of each individual subscriber. You 
must remember, also, that the agency is under some 
restraint in circulating derogatory information. It 
must be reserved or conservative in publishing such 
items. 

Lastly, credit information obtained through an 
agency is not always truthful. This is not the fault of 
the agency, because, in spite of all it can do, it is 
not always able to guard against misleading or false 
information given by parties interested in distorting 
the facts. 

Generally speaking, however, agency 
reports constitute one of your most valu¬ 
able tools. Do not neglect them. 

SPECIALIZED AGENCIES 

In addition to the general agency, there are a 
number of special trade agencies specializing in a 
single industry or a few allied industries. Among the 
larger of such special agencies are the Lyon Furniture 
Mercantile Agency, the National Jewelers’ Board of 
Trade, the Credit Clearing House, and the National 
Credit Offices. 

The National Credit Office has headquarters in 
New York City and divisions in Boston, Cleveland, 
Chicago and Philadelphia. Distinct departments are 
operated covering industries grouped as follows: 
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Firms offering their paper on the open market 
Textile mills 

Dealers in raw wool and silk and jobbers in yarn 
Furniture manufacturers and large retailers 
Rubber manufacturers 
Leather manufacturers 
Steel manufacturers 

This agency is a subsidiary of Dun & Bradstreet, 
Inc., but it operates as an entirely separate unit. 
Its services include credit advice and flexible methods 
of obtaining and distributing late information fol¬ 
lowing the writing of a report. No rating books are 
published, but each report carries the suggestion of 
a definite line of credit. 

Special classes of clients of the National Credit 
Office receive special kinds of services. Suppose, for 
example, you were a bank in the wheat belt and 
wanted to buy the note of a steel company. You 
would find it highly desirable to have a comprehen¬ 
sive report made by someone who had had an oppor¬ 
tunity to survey the financial affairs of all steel 
companies selling paper in the open market. You 
would find considerable value in the reports issued 
by the bank service department of the National 
Credit Office, which would classify the notes of the 
several companies in the following catagories: Prime 
Purchase, Desirable, Satisfactory, Fair, and Not 
Recommended. 

Suppose you were interested in the standing of a 
manufacturer of women’s coats. You would find that 
the textile division of the National Credit Office would 
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suggest a definite line of credit. For example, a par¬ 
ticular manufacturer submitting a balance sheet 
with a working capital of $50,000 might be assigned 
a line of $4,000 to $5,000 to cover average positions. 
Individual characteristics of the industry and of the 
subject concern would be carefully considered in 
establishing the line. Incidentally, the textile indus¬ 
try, influenced acutely by seasonal and style elements, 
is more hazardous than most industries, and the 
analyses of the National Credit Office are especially 
valuable. 

Other departments function on somewhat similar 
lines and are adapted to meet various trade and 
economic conditions. Efforts are made in each division 
to collect and disseminate, by means of monthly 
clearances, information on past due accounts. Care¬ 
ful analysis of ledger clearances often reflects the 
tendency of financial difficulties long before the diffi¬ 
culties become acute. 

The Lyon Furniture Mercantile Agency is one of 
the older mercantile agencies and has attained a 
position of high importance as a credit authority in 
its specialized field, which includes furniture, floor 
covering, upholstering, bedding, interior decorating, 
undertaking, and kindred lines. Its executive office 
is in New York City with nine branch offices in 
important trade centers. 

The Lyon Agency issues reference books semi¬ 
annually with weekly reports for supplements. The 
latter give records of changes in rating, new busi¬ 
nesses, dissolutions, successions, assignments, receiver¬ 
ships, trusteeships, failures, bankruptcy petitions, 
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current business changes, and accounts placed for 
collection. 

The reference book known as the Lyon Red Book, 
through its ratings, gives the subscriber credit condi¬ 
tions and capital and pay ratings. As far as possible, 
the agency endeavors to anticipate failures, and sub¬ 
scribers are kept posted on weak, failing, or objec¬ 
tionable customers. A main function of the Lyon 
Agency is the collection of delinquent accounts. This 
department is a valuable source of information for its 
credit report division, for as soon as a subject begins 
to run slow in payment, the agency is in a position 
to advise subscribers promptly of his tendency. The 
agency also seeks to keep informed of the activity of 
all subjects reported. Overbuying is often detected 
and subscribers are warned. 

Among the larger special agencies of national im¬ 
portance is the Credit Clearing House. The service 
is confined to the investigation of cases in special 
groups of trades in the textile and apparel lines. 
These include wholesalers in men’s and women’s 
wear, wholesalers of dry goods and notions, chain 
store organizations, department stores, and specialty 
shops in men’s and women’s wear. The organization 
makes credit recommendations, submits to its sub¬ 
scribers analysis reports based upon a review of all 
data relative to a particular name, and, in addition, 
issues a digest report showing the essential details 
of an account in brief form, together with a financial 
statement. A rating book also is published. 

The Credit Clearing House Adjustment Corpora¬ 
tion is a collection and adjustment service which the 
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agency claims is the largest in the world. Offices in 
the important centers of the country are under the 
direct supervision of the executive headquarters in 
New York City. All moneys collected for patrons are 
deposited under a separate trust account. A particular 
feature of the service is the traveling adjuster who 
effects results which might not be possible by other 
methods. 

How heavily you should lean upon the agency is a 
matter for you to decide. If the volume of business 
of your concern does not warrant the employment 
of a credit manager, the agency service may be very 
valuable indeed. If you have a credit manager, the 
agency’s services may be useful to confirm his 
decisions, because the information that the agency 
supplies has been obtained from sources that are 
likely to be more comprehensive and diverse than 
your own credit manager’s. Sometimes the agency’s 
recommendations will be found useful where you are 
lacking in information and must make a decision 
immediately. 

Except in an emergency, use the agency 
liberally only as an aid in forming your 
judgment, not as a substitute for your 
own judgment. 
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^ ^ The more facts you 
have about your prospective customer, the more 
likely you are to render a correct decision. You 
must have data that is sufficient and reliable. 
To know how and where to get such data is the 
first requisite for investigating credit. 

Tap as many of the following sources as may 
be possible or necessary to give you ail you 
need to know: 

1. Your own knowledge 

2. The customer’s record with your firm 

3. A personal Investigation 

4. A survey of his business setup 

5. The financial statement 

6. The mercantile agency report 

7. The trade 

8. The bank 

9. Public records 


♦ ♦ ♦ ♦ 
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Y ou are head of the credit department 
of a large wholesale grocery house. One 
of the salesmen intends to call on John 
Smith, of Summerville, once a week. He 
suggests that he be allowed to sell Mr. 
Smith on credit up to ^loo, the collection 
to be made on the next call. He asks your 
consent to this arrangement. 

You get a mercantile agency report on 
Smith and find that he bought the store 
five months ago with his total savings of 
$ 2,000 out of his earnings as store mana¬ 
ger of a small grocery chain. He is indus¬ 
trious and has no obligations. He has 
recently been married. The store retails 
for cash in a thriving community and 
there is no other groceiy within several 
blocks. 

Would you accede to the salesman’s 
request 

{See Solution on page 325.) 
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Investigating Credit 

T heoretically, complete information, correctly 
interpreted, concerning a credit applicant’s char¬ 
acter, capacity, capital, and condition of business 
will establish exactly his credit power. With such 
information you may appraise his willingness and 
ability to pay. Your analysis, however, may be veri¬ 
fied or proved wrong when you find out how the 
applicant actually does take care of his credit 
obligations. 

The debtor’s record is written in the ledgers of his 
creditors. How to learn what those ledgers reveal with 
the least expense and duplication of effort, has long 
been a problem of credit men. In this respect, the 
mercantile agencies, commendable as their service is 
in other respects, have failed to satisfy. Direct ex¬ 
change of ledger experience, likewise, is not wholly 
satisfactory. It is expensive and may be far from 
complete. 

In an effort to solve the problem, many credit 
interchange bureaus have been established. These 
bureaus have two general methods of operation. 
Under one method a list of creditor members, each 
with a distinctive number, is printed and distributed 
to the entire membership. When a member wishes 
ledger experience on a particular customer, he com- 
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municates with the bureau and Is given the numbers 
of the houses who have reported an interest in the 
prospective customer’s name. The inquirer then com¬ 
municates with each such member separately. 

This particular method of operation is especially 
adaptable to a small trade group. An advantage lies 
in the fact that the inquirer, knowing whence the 
information comes, can weigh its value accordingly. 

The other method is exemplified by the system of 
bureaus operating under the direction of the National 
Association of Credit Men. This bureau is the logical 
outgrowth of the efforts that businessmen for more 
than a century have been making to learn how pro¬ 
spective customers have acted toward other business¬ 
men. To facilitate the exchange of ledger experience, 
the first credit interchange bureau was established 
at the beginning of the present century. Various other 
bureaus followed, and in 1912, a central bureau was 
opened in St. Louis to enable local bureaus to ex¬ 
change information. In 1919, the National Associa¬ 
tion of Credit Men took over this central bureau 
and has operated it ever since under the Credit 
Interchange Department of the National Association 
of Credit Men. 

THE CREDIT INTERCHANGE BUREAU 

The Credit Interchange Bureau is a medium solely 
for assembling and distributing ledger facts. It gives 
no recommendations or opinions, but leaves to the 
credit man himself the task of appraising a credit 
risk. The bureau is owned and operated by the 
creditors themselves for their own benefit, subscribers 
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paying only the cost of operation. Because of the 
national scale upon which it is operated, no one 
creditor or group of creditors is in a position to 
dominate the bureau. 

For the most part, ledger experience has been avail¬ 
able to credit men only on a restricted basis. A 
creditor has, naturally, named as references only 
those houses which will be certain to give favorable 
information about him, and it has not been easy to 
get the names of other creditors through other 
sources. 

To exchange credit experiences, creditors have 
formed trade groups. These have not proved entirely 
satisfactory, for groups are local, and frequently a 
customer buys from only one house in an industry 
or only one house in a locality. The trade group, 
therefore, finds among its members only one creditor 
interested in the name and possessing information 
on it. 

The only practical basis for cooperation among 
creditors is to accept the customer himself as the basis 
for the cooperation. The aim is to bring the creditors 
of the customer together regardless of their lines of 
business or their locations. Furthermore, all creditors 
should have available to them a single medium 
through which a customer’s buying and paying 
habits will be reported. 

To get the maximum of value from this branch 
of credit information, the present National Credit 
Interchange system was developed. Information is 
exchanged not through the central bureau in St. 
Louis, but between affiliated local bureaus on a 
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purely cooperative basis. One local credit interchange 
bureau obligates itself to answer requests for informa¬ 
tion originating with all other bureaus. 

Thus a free, unrestricted interchange of informa¬ 
tion between all markets is developed. The central 
bureau in St. Louis coordinates the activities of the 
local credit interchange bureaus. Just as the local 
bureau maintains a record of its members from whom 
a given customer makes purchases, so the central 
bureau keeps a record of the markets in which the 
customer buys. 

Each member of the local credit interchange bureau 
files with his bureau a complete list of his active ac¬ 
counts. His interest in each account is shown by 
means of a code number placed on a card carried 
under the customer’s name. Thus, with the filing 
of the lists of all members, the card of a given cus¬ 
tomer contains a series of code numbers representing 
all of the members of the bureau selling that account. 
When a clearance is made, all of the members of all 
bureaus selling a given customer are canvassed for 
information, regardless of their location or industry. 

The local bureau reports the names of the cus¬ 
tomers to the central bureau in St. Louis, where a 
card is filed under the name of each customer. On 
this card a series of code numbers indicates the 
identity of each local credit interchange bureau hav¬ 
ing one or more members selling that particular 
customer. 

Let us assume that you arc a member of a local 
bureau and request information on a given customer. 
The files of your bureau are first checked to discover 
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the identity of other creditors in your market. At the 
same time, a check is made through the central 
bureau in St. Louis to disclose other markets in which 
your customer is buying. These other markets are 
notified to check their files and call upon creditors 
in their markets for information. When received at 
the central bureau this information is forwarded to 
the local bureau, where it is assembled and passed on 
to you. 

CREDIT INFORMATION REPORTS 

If you analyze the credit information report 
carefully, you will find it a mine of information. 
Beginning with the left-hand column—“Business 
classification”—you may discover the various types 
of merchandise your customer handles and the num¬ 
ber of individual concerns in each industry from 
whom he buys them. Close study of this column 
often will disclose that the customer’s purchases are 
being scattered among too many creditors and too 
many markets. 

If you find that he Is buying certain types from 
distant markets, with the cost of transportation 
being an important factor, there probably is some 
reason for It. He may be unable to meet necessary 
credit requirements in his local markets because of 
faulty paying habits, or his distant buying may indi¬ 
cate inexperience and lack of business ability. It may 
be a warning that he Is trying to get too many varie¬ 
ties, which might indicate lack of organization or of 
selling ability. 
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The column “How long sold” is important in 
determining the degree of confidence that creditors 
seem to place in the account. This is useful in checking 
against the possibility of fraud, because, unless the 
concern is a new one, a large number of recently 
opened accounts may be an indication of present or 
impending trouble. 

It may mean that the customer is obliged to shift 
his source of supply because of unsatisfactory credit 
relationships, or that he is accumulating unreason¬ 
ably large quantities of merchandise. Information 
that a substantial number of creditors have been 
selling an account for a considerable period of time 
indicates satisfactory relationships and good business 
ability. 

The “Date of last sale” is the most important 
column on the report. This establishes clearly whether 
the information is reasonably up to date. When com¬ 
pared with “How long sold,” the date of the last 
sale is an important factor in determining the degree 
of confidence placed in the customer by his creditors. 

“Spread of account” is a type of information 
valuable for quick measurement and comparison of 
experiences among creditors. This item enables 
credit men accurately to measure the fairness of a 
customer’s claims and permits them to make a quick 
comparison of the outstandings of the customer. 

In the “Highest credit” column, the information 
is frequently helpful in the case of a concern slow in 
payinent, for it gives a comparative figure against 
the amount owing. This comparison shows whether 
the customer is continuing his indebtedness at the 
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highest mark, or is being successful in gradually 
reducing it. 

Generally speaking, when the amount owing is 
equal to the high credit, it is a good indication that 
the customer is at the maximum of his business 
difficulties. This, of course, does not apply during 
periods when business is steadily improving and the 
customer’s purchases are increasing as a consequence. 

The “Amount owing” column does not purport 
to represent the customer’s total indebtedness. It 
varies materially from time to time according to 
seasons in different industries. This column, however, 
can be helpful in determining the general trend of the 
customer’s affairs. 

The “Amount past due” column usually gives the 
first indication of difficulties on a report. When a 
customer’s accounts are generally past due as a whole, 
a serious situation is indicated. 

The “Unfulfilled or first orders” column contains 
information that aids protection against overbuying 
schemes of one sort or another. One reason for this 
item’s inclusion in a report is the rule under which 
credit interchange service operates, that an inquirer 
must have previous experience with or a bona fide 
order from the concern about which he makes 
inquiry. 

The “Terms of sale” column gives information 
especially valuable when you are analyzing the 
manner of payment, and it is indicated that there is a 
variation in the treatment the customer is giving 
different creditors. Discounts of various sizes often 
result in the prompt attention to some accounts, 
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whereas others are permitted to run slow. You can 
learn also the basis on which other creditors are 
selling your customer. 

It is often noted in slow-pay accounts that the 
terms are C.O.D., cash in advance, or sight-draft 
bill of lading. This might indicate to you that other 
creditors have discontinued accommodation because 
of previous experience with the customer. 

The “Manner of payment” column is a summary 
of the experiences of the creditors as indicated by 
the other columns on the report. This summary, 
however, is often not sufficient for appraising accu¬ 
rately the customer’s risk. Terms, discounts, personal 
acquaintanceships, policies in an industry or a 
market, all have a bearing on manner of payment. 

Do not be satisfied, when you receive a credit 
interchange report, with a casual glance at the man¬ 
ner of payment, except in the case of those accounts 
that are very good or very unsatisfactory. This sub¬ 
stitute for analysis can be both erroneous and costly. 
Manner of payment should be analyzed in the light 
of the other important facts which appear else¬ 
where on the report. 

“Comments” usually are only an elaboration of 
facts stated elsewhere on the report. They are espe¬ 
cially valuable, however, in the case of customers who 
make it a general practice to take unearned discounts, 
make unauthorized returns of merchandise, and do 
other things considered unethical. 

A credit interchange report is an organized state¬ 
ment of facts. Information of a personal nature and 
individual opinions of creditors are not incorporated. 
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The bureau makes no attempt at recommendations. 
The facts alone are given to the credit manager, 
because it is believed that he, through his knowledge, 
experience and ability, is in a better position to 
analyze them than any outsider. 

Advantages and disadvantages are claimed for the 
credit interchange service. Among its desirable fea¬ 
tures are the following: 

—^Total clearances are cut down. 

—Other creditors are located, regardless of 
location of industry. 

—Information Is up-to-date, ranging from cur¬ 
rent to 90 days. 

—Facts, not opinions, are obtained. 

—Favoritism among creditors is disclosed. 

—^The information is reliable. 

Among the objections to credit interchange are 
the following: 

—It tends to supplant direct communication 
between creditors. 

—^The membership is not sufficiently great to 
include more than a fraction of the creditors. 

—A bad situation, where a debtor is in financial 
embarrassment, is accentuated, in the belief 
of some credit managers. 

—^Answering inquiries is burdensome. 

—It takes too long to get a complete clearance. 

—New businesses are not covered by the system. 

Sometimes a few concerns in a given line in a single 
market join together in exchanging credit informa- 
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tion. In other instances, exchange of information is 
promoted through a given industry. Sometimes dif¬ 
ferent markets or locations join together to exchange 
information. In addition, there are a wide variety 
and number of privately owned organizations oper¬ 
ating as a medium for the exchange of information 
in particular industries or sections. 

Some group exchanges have been organized and 
operated under the Credit Interchange System. One 
method of operation, usually restricted to small 
groups, is to list the names to be cleared on a sheet, a 
copy of which is sent to each member. Information is 
filled in and, when all have reported, the facts are 
tabulated and sent to the Inquiring members. 

A common method of conducting group activities 
is by periodical meetings of the members. Lists of 
debtors are usually prepared and circulated in ad¬ 
vance, so that each creditor may be prepared to 
disclose the experience of his house. Frequently the 
meetings take the form of luncheons at which dis¬ 
cussions are held. 

THE DIRECT CONTACT METHOD 

When you find that other business organizations 
within a reasonable distance of you are selling your 
customers or prospective customers, you often can 
get valuable information by personal connection with 
those other houses. A principal advantage of the 
direct contact method of getting information is the 
speed with which you can assemble the desired facts. 

A second advantage lies in the superior type of 
information that you obtain. As a rule, you can learn 
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more in an interview than you can by correspondence. 
A third advantage lies in the fact that you get up-to- 
the-minute information. This is important in any 
industry where credit conditions can change over¬ 
night. 

To some extent, the telephone is used in getting 
information about a customer or a prospective cus¬ 
tomer. Some houses, however, refuse to give any 
information by telephone because the identity of the 
inquirer cannot always be determined definitely, 
and because the telephone makes an arbitrary 
demand upon the time of the person furnishing the 
information. Nevertheless, the use of the telephone 
as a means of exchanging information is increasing. 

The good credit investigator is more than a mere 
messenger carrying a set of routine questions. He 
should be a reporter with some of the instincts of a 
detective. In addition to a natural aptitude for the 
work, he needs special training. He should have a 
pleasing personality, perseverance, and tact. His 
training should give him a knowledge of the funda¬ 
mentals of credit department work and of the setup 
of the industry and market with which he is con¬ 
nected. He should have some ability to analyze 
a financial statement. 

The investigator who knows where and how to get 
information receives a ready hearing at credit de¬ 
partments. He, of course, informs himself thoroughly 
of the status of the accounts of his own office, and if 
he is asking for information, he should be in a posi¬ 
tion to give some information. Although it is not the 
investigator’s function to make the credit decision, 
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his close contact with the market is valuable not only 
for the data he obtains, but for the impressions he 
receives, which might be hard to convey in the cold 
facts of his reports. 

When you are investigating the credit of a new cus¬ 
tomer, he submits to you the names of persons who 
can testify to his worth. These references usually 
form the nucleus of your investigation. Obviously, 
you cannot give too much Importance to the informa¬ 
tion you receive from these hand-picked references, 
but such references often are valuable in supplying 
leads to other persons who can give information. 

Better results usually are obtained by “taking a 
name through the market.” This means calling upon 
all the available sources of supply for credit informa¬ 
tion. Thus you obtain the consensus of credit men 
in the Industry. Some of the persons from whom you 
obtain information may have rejected the account. 

In most industries there are a few large distributors 
from at least one of whom a reference upon almost 
any name can be obtained. These large distributors 
are valuable both as a starting point and because 
their credit men are considered excellent judges of 
credit. 

Do not attach too much importance, however, to 
the paying experience, of these large distributors. 
You are more likely to discover weakness through 
the experience of a small vendor, whose standing of 
credit may not be so high or who is not in such a good 
position for enforcing prompt payment. 

Usually the investigator should confine himself to 
the questions relating to the vendor’s ledger experi- 
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ence and his attitude toward the account due. Do 
not prolong the interview with non-essential ques¬ 
tions, but show that you understand the significance 
of the information you receive. 

AMBIGUOUS TERMS 

Beware of ambiguities. In the New York market, 
for example, there are several common expressions 
subject to misinterpretation. A few of them follow: 

1. “They pay promptly.” 

Payments reported as prompt by one seller 
might be reported as 2 weeks slow by another. 

2. “They discount.” 

By another house the same payment might be 
described as anticipation. Either description 
might properly be applied to a loday payment 
on terms such as 2/10 net 60 days. What does 
the statement mean when the terms are, for 
example, 6/10/60 extra? Does it mean payment 
in 70 days or at some previous date ? 

3. “Our limit is $1,000.” 

Do they buy the limit? or only $100 or so? 

4. “They are slow.” 

This may mean to one credit man 5 days and to 
another 60 days. 

5. “They anticipate.” 

Do they anticipate voluntarily or by request ? 

6. “We turned it down.” 

For what reason? 

7. “The account is satisfactory.” 

It may be slow and yet satisfactory to some 
houses. The word “ satisfactory” is too indefinite. 
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8 . “It is a small account.” 

Does the selling house discourage the buyer? 
or is it small of its own volition ? 

In general, you will find that the concern presents 
a good credit risk if your trade investigation reveals 
these facts about it: 

—It pays promptly. 

—It buys in logical markets. 

—It trades fairly. 

—It does not confine sales to too few customers. 

—It is not speculative. 

—It confines its purchases to a reasonable num¬ 
ber of ventures. 

—It devotes its energy and capital to its own 
business. 

INFORMATION FROM THE BANK 

One of the most valuable sources of reliable credit 
information is your bank. Especially is this true in 
regard to borrowers of the bank. Usually your bank 
makes a very careful and thorough investigation 
before it makes an unsecured loan. If the bank has 
had the account for any length of time, it has, also, 
its own experience with which to supplement its 
investigation. The general standard of bank credit 
is high, and it is reasonable to assume that the bor¬ 
rowing customer enjoys good credit standing. 

In .addition to the borrowing accounts, the bank 
usually has information on its checking accounts and 
on businesses which it has investigated in the course 
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of its own activities or as a result of requests for 
investigation made by its customers or by other 
banks. 

Sometimes the bank has a file of credit informa¬ 
tion on others than its own customers. As one of its 
services, the bank frequently investigates an account 
with which it may have had no direct contact. The 
thoroughness of this investigation naturally varies 
with the circumstances. As a class, banks possess 
considerable information. 

Although the bank may possess the information 
you desire, you are not always able to get as much 
help from this source as you might expect. Fre¬ 
quently a mercantile credit man complains that the 
bank does not respond with the frank and detailed 
information with which the mercantile credit man 
meets the inquiries of the bank. 

This statement frequently is true for several rea¬ 
sons. Banks feel that merchandise creditors should 
not have so much detailed information as the banks 
have because merchandise creditors accept a lower 
standard of credit and have a wider margin of profit. 
The bank feels also that the danger resulting from a 
“leak” is likely to be more costly in the case of a 
bank, because the bank is the largest creditor. Fur¬ 
thermore, the bank, being in a semi-public position, 
is charged with a degree of responsibility in keeping 
its data confidential. 

It is pointed out, also, that banks have invited the 
borrower to disclose the most confidential informa¬ 
tion, and that to reveal all these facts would be a 
violation of confidence. The banks have learned by 
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experience that mercantile men do not always 
recognize the confidential nature of information re¬ 
ceived from the banks and sometimes it has been 
repeated to the man under investigation to the 
detriment of the bank’s standing with the customer. 
The bank fears sometimes, also, that Its attitude 
toward its customer will be misinterpreted if exact 
details are divulged. 

WHAT TO ASK FOR 

The vast majority of Inquiries made of banks are 
written. Often the Inquiring letters are printed or 
multigraphed forms with spaces for filling in name, 
address and other pertinent Items. Such letters are 
economical, but they are less likely to elicit complete 
and satisfactory Information than are letters which 
are individually typed and signed. 

In general your letter should embody the following 
essential facts: 

1. It should address the credit officer of the bank 
by name and title. 

2 . It should state accurately the name, address, 
and business of the subject. 

3. It should state whether or not the bank has 
been named by the subject as a reference. 

4. It should state the purpose of the investiga¬ 
tion. 

5. It should Indicate in detail what Information 
is desired and should state whether or not 
other inquiries are being made in the same 
city. 
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6. It should offer to reciprocate and should as¬ 
sure the bank’s credit officer that his reply 
will be treated confidentially. 

Oral Inquiries may be made either in person or by 
telephone. The results obtained will depend largely 
upon the ability, personality and acquaintanceship of 
the inquirer. 

If you want full Information, or If a full Investiga¬ 
tion is necessary, it is better to ask your own bank 
to make the inquiry for you. Usually the results will 
be more satisfactory, because banks exchange credit 
information more freely with each other than with 
mercantile houses. Do not make this a general prac¬ 
tice, however; but occasionally, if you are one of the 
bank’s good customers, it will be willing to do it for 
you. 

In seeking your Information from a bank. It would 
be well to confine your inquiry to proper and rea¬ 
sonably legitimate questions. Such questions as the 
following will be ones which can be answered in 
connection with banking investigations: 

1. How long have you had the account? 

2. What is the subject’s line of credit? 

3. Is the line of credit granted on an unsecured 
or secured basis ? 

4. Are balances commensurate with the line of 
credit extended ? 

5. Does the borrower clean up loans periodically ? 

6. What is the bank’s opinion of the subject? 

In analyzing the relation between the bank and 
its customer you should consider whether the cus- 
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tomer is receiving a bank line of credit commensurate 
with his business capacity. If he does not have ade¬ 
quate banking facilities, there arises the question of 
his ability to pay promptly. 

You also should consider the timeliness of the 
bank loan. If it is negotiated in the customer’s dull 
season, it should arouse suspicion. Usually the pur¬ 
pose of a bank loan is to tide over the heavy expenses 
incident to the peak in seasonal operations. 

Banks, as a rule, are conservative and cautious, and 
it sometimes is necessary to read between the lines 
of the bank report to discover what the bank may 
be trying to reveal or to conceal. You should, of 
course, take into consideration the size and location 
of the bank and the class of customer it serves. 
Small city banks, for example, reporting “We have a 
satisfactory account” may mean a balance of a few 
hundred dollars, whereas the same phrase used by a 
large city bank might mean a balance of several 
thousand dollars. 

SALESMEN AS REPORTERS 

When you are seeking facts upon which to base 
a credit decision, you must rely on many channels 
through which your information can come to you. 
It is not often that you can make an investigation 
personally. Usually you must turn to the representa¬ 
tive of your company who is in the best position to 
interview the customer and inspect his business. 
The salesman is in an ideal position to assist you, 
but his ability and willingness to do so are another 
matter. 
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To what extent you can use a salesman as a credit 
reporter depends upon a number of factors. Chief 
among these are the salesman’s training and ability 
and the class of customer upon whom he calls. The 
inexperienced salesman will fail to distinguish be¬ 
tween desirable and undesirable credit factors. He 
may not even know that certain conditions have a 
bearing upon the credit risk. Even though his judg¬ 
ment is good, he may be unwilling to take the time 
necessary to inquire into the credit standing of his 
customers, or he may be reluctant to get information 
which would spoil his chances of making a sale. 

The correct view of the salesman, of course, is that 
he is the representative, not only of the sales depart¬ 
ment, but of the whole house. His value to his em¬ 
ployer is based, not upon the volume of orders he 
books, but upon the net profits resulting, over a 
period of time, from his efforts. This result depends 
not only upon his ability to sell merchandise, but 
to sell it to customers where bad debt losses will not 
be incurred and where collections will be effected 
promptly. 

It should be remembered that a sale is not a com¬ 
plete sale until payment has been received. If the 
salesman should be paid according to the profit he 
produces, he would strive for profit, not merely sales 
volume. 

To make credit decisions is not the salesman’s 
prerogative, but merely to report the facts as he sees 
them to the credit department. Unless he is familiar 
with the company’s credit policy, he may be antago¬ 
nistic to the credit department, because some unfavor- 

163 



CREDITS AND COLLECTIONS 


able decision has caused him to lose a customer’s 
business. 

Do not allow such an attitude to exist. Explain 
patiently, especially to the new salesman, your credit 
policy and the reason for the credit decision. If your 
decision is sound, and if you display an attitude of 
fairness and impartiality, you can win the salesman’s 
respect and cooperation. 

The salesman who is to function as a credit assist¬ 
ant should not restrict himself to the customer for in¬ 
formation but should gather it in conversation with 
other customers and with other salesmen. He may 
obtain significant information, also, at his customer’s 
local bank. Usually, however, a salesman reports 
only the results of his observations and the answers 
to a few routine questions. His observation may in¬ 
clude the following: 

1. The condition of the store 

2. The desirability of the location 

3. Local conditions 

4. Facts about the customer’s character and 
ability 

5. General information about the business and 
its personnel 

6. Resources of the customer 

7. References 

One way in which the salesman can aid the credit 
department is by fully discussing with the customer 
the terms of sale, so that there may be no possibility 
of controversy over discounts or prompt collections. 
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As the representative of his company, the salesman 
should keep informed of the progress of his customers 
and should pass along to the credit department such 
credit factors as develop. It has been found a wise 
plan for the credit man to hold periodic conferences 
with each salesman to discuss the status of each 
account. At these conferences it is a good idea to have 
a stenographer present, so that comments of impor¬ 
tance may be recorded for the files. 

INFORMATION THROUGH LAWYERS 

Lawyers have long been used as a source of credit 
information with varying success. The attorney is a 
local man who, supposedly, can furnish information 
based upon personal knowledge or personal investiga¬ 
tion. He is favorably situated for this purpose. 

The value of an attorney as a credit reporter de¬ 
pends upon his ability to judge credit factors and the 
fidelity with which he conducts the investigation and 
renders the report. Frequently, your attorney feels 
that he is not sufficiently well paid to spend the 
necessary time in getting the information, or the 
inquiry may be turned over to a secretary. 

Sometimes there may be dissatisfaction with an 
attorney’s report because of a misunderstanding of 
credit standards. To the credit man, for example, good 
credit may mean prompt pay, whereas to the attorney 
reporting that a man has good credit it may mean 
merely that the subject is financially able to pay, 
has no judgments against him and is suffering no 
curtailment of his credit. 
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The credit factors which you may expect to get 
information about from an attorney are the following: 

1. The customer’s length of time in business ' 

2. His habits and business reputation 

3. The estimated value of the customer’s stock 

4. The customer’s reputation in the community 

5. The value of the customer’s real estate 

6. An opinion of the customer’s new worth 

7. Claims and law suits against the customer 

8. The progress the customer has made 

Not all lawyers are willing to serve commercial 
houses as credit reporters. The names of attorneys 
who are willing to perform this service may be found 
in a number of published attorneys’ lists. The lists 
are kept fairly free of all but reputable attorneys, 
because the publishers weed out those about whom 
complaints are made. The cost of the service is 
limited to the fee paid the attorney for his report. 

In asking an attorney for a report, it is customary 
to enclose a fee of ^i. If more than the usual investi¬ 
gation is desired, the attorney should be so advised 
and the fee increased. Some attorneys’ lists specify 
just how much the attorney is entitled to receive. 

THE PERSONAL INTERVIEW 

In spite of the complexity of modern business, the 
direct personal interview still retains its value. Your 
interview with a customer, you must remember, is 
not merely an opportunity to cross-examine him in 
regard'to his business and his credit. The customer, 
too, is receiving impressions, and it is possible, at 
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times, not only for you to promote good will, but 
even to help make sales. 

Whenever an order is to be placed, other 
things being equal, the house regarded as 
friendly to the purchaser will get the order. 

When you are going to make an interview, it is 
desirable that it be preceded by some preliminary 
investigation. The interview then will give you an 
opportunity to obtain the answers to any questions 
raised in the course of the investigation. When you 
are interviewing a customer, be a good listener, 
talking only enough to steer the conversation and keep 
the applicant talking about himself and his business. 
If you can direct the interview toward facts relating 
to capital strength, organization, present condition, 
and future outlook, you will, at the same time, be 
forming an opinion of his character and ability. 

The personal relationship established by the inter¬ 
view will be useful to both of you in the future. It is 
well, however, to keep the relationship a business 
one. If you become too friendly with some of the 
customers of the house, you may find it difficult later 
on to refuse a favor that would not be for the best 
interest of your employer. 

Naturally, you wish that credit interviews could 
be more numerous. You find, however, that it is 
difficult to persuade customers to visit the credit 
department, especially those customers you would 
like most to see. To overcome this difficulty, it has 
been a growing practice among credit men to go out 
and visit the customers. 
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An advantage of such an interview lies in the fact 
that you can inspect the business itself, and the cus¬ 
tomer, as host, will acquaint you more thoroughly 
with details than he otherwise would. In these inter¬ 
views you will need all your resourcefulness and tact. 
With one customer your purpose may be merely to 
promote a feeling of friendliness with the house. 
With another, you may wish to protect a credit, 
already extended, in which a serious weakness seems 
to have developed. In such an event, you may feel 
warranted in examining the books and the condition 
of the business, the plans and outlook for the future. 

In any business the repository of valuable informa¬ 
tion is the accountant. He is not, however, usually 
called a good channel of information. He is employed 
by the debtor in a strictly confidential capacity, and 
he Is not able to give information, favorable or un¬ 
favorable, unless his superior authorizes him to do 
so. Often when he is authorized to disclose the 
financial statement, he does not care to discuss it 
with the creditor. Usually, such information as you 
obtain from the accountant is reliable and valuable, 
but there is not a great deal of it. 
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Xn analyzing a credit 
risk it is all important to learn how your pro¬ 
spective debtor takes care of his credit obliga¬ 
tions. His record is written in the ledgers of his 
creditors. To learn what they reveal, credit 
interchange bureaus have been established. Use 
them. Get a credit information report, and 
study it carefully. It will answer these questions; 

Is your prospective purchaser scattering his 
purchases too widely ? 

Is he failing to buy in the most natural 
markets ^ Why ^ 

Have creditors done business with him for 
long periods ? 

How up-to-date is the information about him ? 

Is he reducing his indebtedness ? 

What is the general trend of his affairs J 

Is he failing to pay his bills when due ? 

On what basis do other creditors sell to him? 

What do other creditors think of him ? 


4 * ♦ ♦ ♦ 
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VI 


Analyzing Credit Information 

T he financial statement is one of the most impor¬ 
tant sources of credit information. You cannot 
rely upon it too heavily, however, for you must 
remember that it is the debtor’s own statement. 
There is sometimes the possibility of falsity or error, 
as well as the possibility of your inability to interpret 
the statement correctly. Evaluate the financial state¬ 
ment in each case merely as one of the several impor¬ 
tant sources of information yielding credit data. 

In most cases, the financial statement supplies all 
the information available in regard to the debtor’s 
capital. This is a tangible factor, definitely measured 
in terms of dollars, whereas character and capacity 
are intangible factors. 

We can simplify our consideration of the financial 
statement as a source of information if we divide 
our study into three parts: 

I. Getting the financial statement 

2. Interpreting the statement 

3. Financial statement legislation 

Many business houses still are reluctant to furnish 
business houses with financial statements. This re¬ 
luctance may be explained in part by the fact that 
the use of credit preceded the use of accurate records. 
Credit was based upon confidence, but a demand for 
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a financial statement seemed to imply a lack of 
confidence. 

DIRECT AND INDIRECT METHODS 

A debtor who is willing to place a financial state¬ 
ment in the hands of creditors may use either or both 
of two methods: 

1. The indirect method 

2. The direct method 

By the indirect method he places the statement in 
the hands of one or more of the mercantile agencies 
for distribution. It is from the agencies that the 
credit man receives most financial statements. Often 
he is dissatisfied with such statements, however, be¬ 
cause they are likely to be too old or not sufficiently 
complete. Moreover, inaccuracies may creep in 
through transcribing them several times. 

These objections to the indirect method of ob¬ 
taining statements, however, are not sufficient to 
discourage their use. The credit reputation of the 
debtor, that is, the quality of other credit informa¬ 
tion available and the size of the order, might make 
the direct request for a financial statement unim¬ 
portant and irritating. 

The direct method is used where the debtor gives 
his financial statement directly to each or to some 
of his creditors. It is less likely to be inaccurate, and 
it probably is the latest statement that has been 
compiled. Usually, too, it is given in more detail or 
with more subsidiary information than the state¬ 
ments submitted through the mercantile agencies. 
Often the creditor’s own financial statement form is 
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used and the specific information desired is furnished. 

Banks almost invariably demand a financial state¬ 
ment directly from a customer before a loan is 
granted. Any creditor, in fact, is justified in insisting 
upon a financial statement when the information 
obtainable elsewhere does not warrant accepting the 
risk. 


OVERCOMING RELUCTANCE 

Sometimes your effort to get financial statements 
will be resisted. Such resistance you should try to 
overcome by giving the prospective customer good 
reasons why he should submit a statement. These 
are some of the reasons you can advance: 

—Confidence should not be blind. When the cus¬ 
tomer refuses a financial statement, he is ask¬ 
ing that his credit be accepted on faith alone. 
He should be willing to prove his credit worth. 

—^The creditor and debtor relationship is like 
a partnership. Both are investing capital in the 
same enterprise, and the investor has a right 
to be kept informed. 

—^The financial statement aids in fixing the 
amount of credit and affords the best basis 
for estimating the amount of credit that the 
debtor can use prudently. 

—Confidence is engendered by the possession of 
a statement and will result in increased service 
on the part of the creditor. 

—^The creditor, from a study of the financial 
statement, may be able to give the debtor 
valuable and constructive criticism and advice. 
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—^The financial statement is a sort of psycho¬ 
logical guaranty of the debtor’s good future 
conservatism. Having placed himself on rec¬ 
ord, he may hesitate to engage in any specula¬ 
tive enterprise which would lower his standing. 

—^The general practice of giving statements 
should be encouraged, for giving statements 
makes it necessary that adequate books of ac¬ 
count be kept. This is a distinct aid to effi¬ 
ciency and, therefore, aids business in general. 

—^The giving of financial statements is a general 
practice in some industries and is fast becom¬ 
ing so in others. All good businessmen should 
aid the practice, which tends to safeguard 
credit and business in general. 

COMMON OBJECTIONS 

Various reasons will be advanced by customers who 
are reluctant to submit a financial statement. In 
some cases, for example, the debtor may say that 
he is getting all the credit he needs and, there¬ 
fore, does not feel that it is necessary to submit a 
statement. 

This is one of the most frequent and most difficult 
of objections to answer. Sometimes the remark is 
not justified by the facts, or if the credit is used, it 
has been secured by collateral or guaranties. Further¬ 
more, the debtor may be limiting himself to his 
present sources of supply. A good way to answer such 
an objection might be the following; 

“ Suppose you suddenly should find it necessary to 
place an order outside of your regular sources of 
supply. You would find yourself unable to do so if a 
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financial statement had not been available. Or sup¬ 
pose that a rumor should get about that your credit 
is not good. All of your creditors, operating somewhat 
in the dark, may curtail your credit or take some other 
action embarrassing to you. Financial statements 
distributed among your creditors would allay any 
fears, discourage unfounded rumors, and have a 
steadying influence upon your credit relationships.” 

Sometimes the customer’s objection is that he does 
not want his statement to reach his competitor’s 
hands. 

Very often this is an excuse rather than a reason. 
The chances are remote that any information given 
to a well-organized credit department would get into 
the hands of a competitor. All credit information is 
regarded as confidential. Explain in detail to the 
customer the method you use in the credit depart¬ 
ment to safeguard credit information. 

Sometimes you may encounter the objection that 
statements are given to Dun & Bradstreet, Inc., or 
to some other agency, and thus are available to all 
creditors. Often, if the debtor assures you that the 
agency has his latest statement, you may withdraw 
your request. If, however, the statement is too old, 
if it obviously contains errors, if it does not give the 
information called for by your own form, or if it is 
not signed, then you may request a direct statement. 
If you have reason to doubt the truth of the state¬ 
ment, you may request that a signed statement be 
given to you. 

Sometimes, instead of complying with your request 
for a financial statement, the customer may refer you 
to his existing creditors. Such information, you 
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should point out, is valuable, but not a sufficient 
basis for credit. It would cover only the experience of 
creditors, who would not be able to give information 
with sufficient detail or accuracy. If your customer 
has his bank in mind when he refers you to creditors, 
you can point out that banks, as a rule, do not give 
out detailed information. 

The customer may meet your request for a state¬ 
ment by declaring that he either discounts or pays 
promptly. 

Prompt payment in the past does not ensure 
prompt payment or discounts in the future. Cases 
have been frequent where payment has been prompt 
almost to the day of bankruptcy. Try to make the 
debtor see the unreasonableness of such procedure if 
the objection were made by anyone other than 
himself. 

The customer may raise the objection that he 
fears that income tax authorities will get possession 
of the statement and assess a larger tax. 

This is often merely an excuse. In many cases there 
would be no cause for a larger tax assessment. If the 
reason is a true one, it is an admission of a discrepancy 
between the details submitted to the government 
and the details submitted to the creditor. One or the 
other must be false. The answer to his argument is 
that you want the statement solely for your own 
guidance and that you will hold it strictly confidential. 

Once in a while, the debtor will assert that the 
financial statement is valueless because there is no 
assurance that it is correct. Your attitude in the face 
of such an assertion is that if you cannot rely upon 
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the statement, then you cannot rely upon any in¬ 
formation given by the subject. Actually, however, 
you do have faith in the integrity of the men with 
whom you do business. You know, and the customer 
knows, that there are state and Federal laws that 
provide for punishment for those who obtain their 
credit by means of false financial statements. 

Sometimes the customer believes in maintaining 
complete secrecy concerning his business affairs. 

Such a customer Is asking businessmen to accept 
his credit on blind faith. Often the customer who 
stresses secrecy is merely attempting to get his credit 
accepted without disclosing his financial position. It 
is an unreasonable attitude, but it will prevail as 
long as there is a sufficient number of creditors weak 
enough to yield to him. Fortunately, credit men are 
asking for statements with increasing insistence. 

FORMS FOR STATEMENTS 

Usually the credit department has a blank form 
which it furnishes to customers from whom it is 
seeking financial statements. Such a practice makes 
it easier for you to get statements and enables you 
to put to the customer precisely the questions you 
especially desire that he answer. 

In preparing such a form, standardize it as much 
as possible, because the customer becomes familiar 
with the standard form and has less hesitation in 
filling it out. It might be that a standard form would 
not be the best for every type of business. Neverthe¬ 
less, it is suggested that any form you draft should 
conform as nearly as possible to the blanks that are 
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in most common use. In drafting your form you will 
find excellent guides in the forms recommended by 
the National Association of Credit Men and the 
Federal Reserve Bank. 

It might be well to have different forms for use by 
individuals, partnerships and corporations. Your set 
of forms should include some simple forms, as well as 
those calling for more detailed information. Elaborate 
forms may not prove successful with the small 
businessmen. 

PROTECTION FROM MISINFORMATION 

Always, in appraising a risk, you should consider 
the possibility of misinformation. With information 
you have received through indirect sources, there is 
not likely to be serious error, because usually there 
is no motive to mislead you. Information received 
directly, however, should be scrutinized carefully, 
because here there may be a motive to deceive. 

In the financial statement the dishonest debtor 
has an excellent opportunity to give you false in¬ 
formation. This is true because of the great reliance 
placed upon the capital factor by many credit men, 
and because of the difficulty of detecting falsity in 
the financial statement. 

To discourage the issuance of false statements. 
Federal and state laws have been passed to punish 
the guilty parties. Usually such laws provide that 
making a false financial statement for credit purposes 
is a misdemeanor punishable by fine and imprison¬ 
ment. In several states, however, the crime is com- 
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mitted only when property is obtained upon the 
strength of the statement. 

To establish guilt, you must prove, first, that the 
statement is materially false, and, second, that it was 
made with the intent that it be relied upon. To be 
materially false, the statement must so misrepre¬ 
sent an item that, if the true facts had been shown, 
an ordinarily cautious man would not have accepted 
credit. Intent is proved either by showing that the 
statement was sent to a mercantile agency for general 
distribution among the subscribers, or that it was 
presented to an individual concern from whom the 
maker of the statement was seeking to obtain goods 
and credit. 

If you are seeking to prosecute a customer whose 
false statements led you to accept his credit in ex¬ 
change for goods, or to extend his credit so that he 
has a longer time in which to pay, you must be pre¬ 
pared to prove beyond a reasonable doubt the 
following: 

1. That the customer made the statement 

2. That the statement is materially false 

3. That it was made to obtain goods on credit 
or the extension of a credit 

4. That it was made with the intent that it be 
relied upon 

5. That it was made in the county in which the 
prosecution is sought 

Federal prosecution is possible when the United 
States mails are used to transmit the false statement. 
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Such prosecution is made under Section 215 of the 
United States Criminal Code. The law provides: 

Whoever, having devised or intending to devise any scheme 
or article to defraud, or for obtaining money or property by 
means of false or fraudulent pretences, representations, or 
promises, etc. . . . shall place or cause to be placed any 
writing in the mails, shall be fined not more than one thousand 
dollars, or imprisoned not more than five years, or both. 

It sometimes is easier to secure a conviction under 
this law than it is under a state law. An advantage is 
that prosecution can be brought either in the dis¬ 
trict in which the statement was mailed or in the 
district in which it was received. You must, of course, 
in addition to proving that the defendant made the 
materially false statement for the purpose of ob¬ 
taining credit with the intent that it be relied upon, 
prove that the statement was sent through the mail. 
The envelope bearing the post office’s cancellation 
stamp is adequate proof of the use of the mail, pro¬ 
vided that you can link up definitely the statement 
with the use of the envelope. 

The False Financial Statement Law of New York 
State is often referred to as the model law and is 
typical of the laws of most states. This provides that 
any person: 

I. Who shall knowingly make or cause to be made, either 
directly or indirectly, or through any agency whatsoever, any 
false statement in writing, with intent that it shall be relied 
up)on, respecting the financial condition, or means or abilty to 
pay, of himself, or any other person, firm or corporation, in 
whom he is interested, or for whom he is acting, for the purpose 
of procuring in any form whatsoever, either the delivery of 
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personal property, the payment of cash, the making of a loan 
or credit, the extension of a credit, the discount of an account 
receivable, or the making, acceptance, discount, sale or indorse¬ 
ment of a bill of exchange or promissory note, for the benefit 
of either himself or of such person, firm or corporation; or 

2. Who, knowing that a false statement in writing has 
been made, respecting the financial condition, or means, or 
ability to pay, of himself, or such person, firm or corporation 
in which he is interested, or for whom he is acting, procures, 
upon the faith thereof, for the benefit either of himself or of 
such person, firm or corporation, either or any of the things 
of benefit mentioned in subdivision one of this section; or, 

3. Who, knowing that a statement in writing has been 
made, respecting the financial condition, or means, or ability 
to pay of himself or such person, firm or corporation, in which 
he is interested, or for whom he is acting, represents on a 
later day, either orally or in writing, that such statements 
theretofore made, if then again made on said day, would be 
then true, when in fact, said statements if then made would 
be false, and procures upon the faith thereof, for the benefit 
either of himself or of such person, firm or corporation, either 
or any of the things of benefit mentioned in subdivision one 
of this section. 

Shall be guilty of a misdemeanor and punishable by im¬ 
prisonment for not more than one year or by a fine of not more 
than one thousand dollars, or both fine and imprisonment. 

In addition, New York State has enacted another 
law relating to false financial statements. This is 
Section 442 of the Penal Law, reading as follows: 

Where property is purchased by aid of a duly signed financial 
statement and in said statement the buyer shall state that he 
conducts a specified kind of business, upon failure to pay for 
such property at the maturity of the account, the seller may, 
at any time within ninety days thereafter, request the buyer 
to produce his said books of account within ten days after 
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such request. The buyer shall then permit the seller to fully 
examine such books of account and to make copies of any 
part thereof. Failure to produce the books is presumptive 
evidence that each and every pretence relating to the pur¬ 
chaser’s means or ability to pay, in said statement contained, 
was false when made and known by the buyer to be false. 

This is a law to which you might resort if you have 
lost confidence in the debtor during the period of 
the credit, provided, of course, that the credit was 
based upon a financial statement in which books of 
account are specified. To invoke this law probably 
would induce the debtor to pay if he were able to 
do so. 

Naturally you would not resort to this law as long 
as you wished to retain the customer’s good will. 
There comes a time in every credit man’s experience 
however, when circumstances are such that it is not 
so important to retain a particular customer’s good 
will as it is to collect what is due. 

FINANCIAL STATEMENTS 

The term financial statement is often loosely used, 
but when the credit man speaks of it, he usually has 
in mind a balance sheet, supplemented by other 
pertinent facts, including the income or profit and 
loss statement, when it can be obtained. His idea 
of the financial statement is a formal document con¬ 
taining the balance sheet, supplementary facts, and 
operating details. 

Financial statements are made for a variety of 
purposes. Many are made for the express purpose 
either of informing the stockholders of a corporation 
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or attracting new investors’ money. Others are made 
for the purpose of interesting or reassuring prospec¬ 
tive bank or mercantile creditors. These statements 
may serve, as well, for the information and guidance 
of the management and for filing with the Federal 
and state income tax authorities. 

Before you investigate the statement itself, you 
would do well to learn, if you can, by whom the 
statement has been compiled, because the truthful¬ 
ness of its various items will vary with the ability 
and integrity of the maker. Interpret the statement 
in the light of the general record and the reputation 
of the concern which makes it. 

No statement is more reliable than the 
man behind it. 

STATEMENTS BY ACCOUNTANTS 

When a statement bears an auditor’s certification, 
as well as the signature of an official of the company, 
you are justified in placing greater dependence upon 
it. Its accuracy and truthfulness seem to be implied 
by the fact that it was compiled by one who is as¬ 
sumed to be an accounting expert, who has no direct 
interest in the impression the statement would make, 
who has a professional standing as an accountant to 
maintain and is subject to certain disciplinary meas¬ 
ures. There are, of course, charlatans among auditors, 
but if the statement is prepared by an accountant 
of high standing, you are reasonably safe in relying 
upon the facts which it presents. 

Even though the competence and integrity of the 
auditor are beyond question, the statement must not 
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be accepted blindly without knowing the extent of 
the auditor’s investigation. Read the certification 
carefully. It will disclose, if any, what limitations 
have been placed upon his investigation. The fol¬ 
lowing certification, for example, is an unqualified 
certificate: 


I have audited the accounts of the Gadget Manufacturing 

Company for the year ended Dec. 31, 19-, and certify that 

the above balance sheet is, in my opinion, a true statement of 
the financial condition of the Gadget Manufacturing Company 
at Dec. 31, 19-. 


(Signed) John J. Smith, 
Certified Public Accountant. 


In contrast to such a certification, consider the 
following: 

The balance sheet herewith presented is a true copy of the 
assets and liabilities, as shown on the books of the company. 

(Signed) John J. Smith, 
Certified Public Accountant. 

Such an accountant’s statement is almost worth¬ 
less to you. It proves no more than that the books of 
the company are in balance. You can assume no more 
than the certification states and you are justified in 
assuming that the cash has not been verified, the 
accounts receivable not tested, the inventory not 
checked, and no other action taken which naturally 
falls within the scope of an investigation. 

There is a third type of accountant’s certification 
which may be placed in your hands: 

I hereby certify that I have audited the books and accounts 
of the Gadget Manufacturing Company for the year ended 
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Dec. 31, 19-, that the above balance sheet is in agreement 

with the books, and, in our opinion, fairly presents, subject to 
the comments in our complete report, the financial position 
of the company as at Dec. 31, 19-. 

(Signed) John J. Smith, 
Certified Public Accountant. 

There is no objection to such form of certification, 
if the complete report accompanies every balance 
sheet placed in your hands. It rarely does, however, 
and in its absence you are likely to overlook the 
qualifying phrase “subject to the comments in our 
complete report,” or you are likely to assume that 
the contents, if you knew them, would have an 
insignificant value in interpreting the debtor’s finan¬ 
cial position. In some cases nothing could be further 
from the truth. 

To avoid trouble, scrutinize the account¬ 
ant’s certification carefully and interpret 
it strictly. 

ANALYZING THE STATEMENT 

The balance sheet is nothing more than a condensed 
inventory of assets, liabilities, and capital shown in 
terms of money. Aside from the items of cash, the 
balance sheet presents assets of some uncertainty as 
to their value. Accounts receivable, for example, 
may be to some extent uncollectible. Such items as 
merchandise, real estate, and machinery are shown 
at a value which can be no more than an estimate or 
an opinion. 

When you receive a balance sheet, consider it item 
by item in an attempt to discover any hidden sig- 
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nificance. Compare various items with each other to 
find any disproportion among them. Try to get be¬ 
hind the bare statement of values to learn the process 
by which those values were determined. 

If your analysis of a financial statement is to be a 
thorough one, you may divide it into three parts: 

1. Internal analysis 

2 . Comparative analysis 

3. Sales analysis 

With the internal analysis, you treat each item in 
the statement according to its own value and its re¬ 
lation to each other item. 

With comparative analysis you have two or more 
statements of different dates which you compare with 
each other to discover distortions or trends. 

With the sales analysis you cover the important 
question of turnover and forecast probable future 
profits or losses. 

Be sure to take into consideration the date of the 
financial statement you are analyzing. Business 
changes rapidly, and usually a particular organiza¬ 
tion is going either forward or backward from a capital 
and credit standpoint. Then, too, the date of the 
statement is useful in comparing the position of the 
business at the date of the statement, with changes 
in conditions in the industry or in business generally. 

You cannot, unfortunately, command financial 
statements from a customer at frequent intervals. 
With those customers who are willing to provide 
statements, the prevailing practice is to issue them 
once a year. This is done either at the end of the 
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calendar year or at the end of the natural business 
year. You may accept either date as satisfactory, but 
a statement made when the business is at its peak 
would be most desirable, because it would show the 
condition of the concern when it was most extended. 

Whatever the date of the statement, you may as¬ 
sume that it presents the best possible condition 
that could be presented as of that date. Furthermore, 
if the statement is old, that is, if the regular date for 
the issuance of a statement has been allowed to elapse, 
it is reasonable to assume that the credit position 
has become less favorable. Presumably the concern 
would make a later statement if it could show an 
improved condition. 

ITEMS IN THE STATEMENT 

In the condensed inventory of assets and liabilities, 
which goes to make up the financial statement, items 
are frequently combined into a few groups according 
to the manner in which they function within the 
enterprise. Let us say that the grouping of items in 
a particular financial statement that you are trying 
to analyze is as follows: 

1. Current assets 

2 . Deferred charges 

3. Fixed assets 

4. Current liabilities 

5. Fixed liabilities 

6. Capital 

Current assets comprise those properties which are 
converted readily into cash. These include working 
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assets made up of the cash, the receivables, the in¬ 
ventory, and other convertible assets, such as good 
marketable securities or other very good liquid tem¬ 
porary investments. 

The deferred charges, also called “deferred assets” 
or “prepaid charges,” consist of payments which 
have been made, but whose benefits will follow in 
subsequent accounting periods. Insurance premiums, 
prepaid interest, and prepaid taxes are in this group. 

Fixed assets are those not traced in or not readily 
convertible into cash. Furniture, machinery, and 
real estate are included here, as well as intangibles, 
such as good will and patents. 

Current liabilities are those which mature in the 
near future and payment of which is usually made 
from the proceeds of the current asset items. In this 
group are accounts payable, notes payable, wages, 
rent, taxes, or interest. 

A fixed liability, according to the usual practice, 
is one which becomes due more than a year from the 
date of the statement. This includes long-term notes, 
bonded indebtedness, and real and chattel mortgages. 

Capital, reserves, and surplus also appear on the 
liability side of the balance sheet. These items are 
not liabilities in the same sense as are the current 
and fixed liability items. 

When a financial statement is placed before you for 
analysis, you study it from two standpoints. First, 
you appraise the liquidity of the business, by which 
is meant the extent to which there is sufficient cash 
to meet the obligations of the business at all times. 
Second, you consider the ability of the customer to 
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liquidate. By this is meant his ability to reduce ap¬ 
preciably his liabilities by a forced or sacrifice sale 
of a portion of his assets or to meet all his liabilities 
by the quick sale of all his assets. 

THE CASH ITEM 

The first detailed item you usually encounter in 
the financial statement is cash. This means money on 
hand or readily available. It includes money in the 
safe, bank deposits payable on demand, checks, and 
money orders. It cannot properly include postdated 
checks, lOU’s or receipts for expenditures. Cash, if 
correctly stated, may be accepted at its face value. 

Usually, you will ask that the cash be segregated 
into cash on hand and cash in bank. It is important 
to consider these items separately. Generally, cash 
on hand is not very important, because normally it 
is relatively small. The item “cash in bank” is sub¬ 
ject to verification. Usually you cannot obtain from 
the bank the exact amount of its customer’s balance. 
The bank probably, however, will verify a balance 
shown on a balance sheet, especially if the bank is 
named therein. 

Owing to checks or deposits being in transit, the 
books of the bank may not agree with the books of 
the customer. Ordinarily, however, the bank’s balance 
should be equal to or should exceed that of the cus¬ 
tomer. By a statement of the cash balance, you may 
be able to draw from the bank information as to 
whether the balance shown is an average balance or 
inflated for the occasion. 
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When you learn the average balance carried by 
your customer, you are enabled to judge whether or 
not the account is a desirable one to the bank. 
Especially is this true if the customer borrows from 
the bank. In such case he must keep a commensurate 
balance, usually 20 per cent. It is worthy of consider¬ 
ation at this point to note that the bank has a lien 
upon the cash balance if the bank is a creditor. 

Judge as accurately as you can, the cash require¬ 
ments of your customer, and if cash appears to be 
ample you may be satisfied with this item of the 
statement. 

RECEIVABLES IN THE STATEMENT 

The accounts receivable item is the sum total of 
“accounts owing by customers, good and collectible, 
not pledged or sold.” To verify and appraise this 
item, examine the customer’s accounts receivable 
ledger in detail. Note the proportion past due, 
whether the total includes any doubtful accounts, 
and whether it has been fully depreciated for bad 
debts and for discount reserves. Note, too, the loca¬ 
tion of the accounts, for bad business in certain sec¬ 
tions might make them slow of collection. 

It is essential that you know both the terms of the 
sale and the discount. The terms may help you to 
determine the number of days required to collect, 
and the discount may help you estimate the amount 
that will be deducted by the accounts when making 
payment. 

Do not neglect the relation of the date of the 
statement to the seasonal activities of the business. 
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Consider also the relation of accounts receivable to 
sales, inventory and other items. 

Finally, make sure there are no limitations on the 
accounts receivable. They should be good, readily 
collectible, the property of the maker of the state¬ 
ment, and there should be no lien upon them. When 
they conform to such principles, they are an asset 
in which you may place confidence. 

Notes receivable, being written promises to pay 
certain amounts on given dates, are superior to ac¬ 
counts receivable as assets, other things being equal. 
You should remember, however, that in relatively 
few industries is it customary to give notes for goods. 
If a note has been substituted for a book account 
contrary to the general practice, make an effort to 
find out why. You will discover either that the notes 
represent accounts which have become due and are 
settled by note rather than by check, or that the 
creditor has insisted upon a note under the impression 
that it would lessen his risk. Such notes, obviously, 
are inferior to good accounts receivable. In such 
cases, you may be obliged to regard the notes as 
frozen assets or even as bad debts. 

Trade acceptances, if customarily taken in payment 
of goods, represent a very liquid asset. The liquidity 
with which they are converted into cash depends 
upon the terms upon which they are drawn. Become 
familiar with the terms and consider, of course, the 
general credit standing of the acceptors. 

APPRAISING THE INVENTORY 

Merchandise or inventory is an item which you 
should always scrutinize closely. A true appraisal 
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often is difficult. The term “merchandise” in its 
general sense refers to any movable object, together 
with any necessary supplies, which forms an article 
of commerce of the seller. Necessary supplies include 
packing and wrapping materials and the like. 

A number of questions will present themselves to 
you. Can you rely upon the accuracy of the inven¬ 
tory ? Does it include any goods held on consignment 
or under a lien of any sort? How were the quantity 
and value arrived at ? 

It is a growing practice, still quite limited, to have 
the accountant assume responsibility, within his 
limitations, for the accuracy of the inventory. This 
he does by having the inventory taken under his 
supervision. Thus it is possible for him to verify the 
physical quantity and, with somewhat less accuracy, 
its value. 

The method by which the merchandise is valued is 
significant. The proper practice is to compute the 
value at the cost price or the present market price, 
whichever is lower. You can hardly assume, however, 
that the proper practice is always followed. Either 
cost or market price may have been wrongly used, 
or even the selling price may have been used in the 
computation. To show the inventory at selling price 
is distinctly bad practice, for it records a profit that 
has not been earned and does not take into account 
the expense in making the sale. 

Profit must not be recorded until the 
goods are sold. 
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This rule makes it improper to value the inventory 
at the present market price when that exceeds the 
cost price. On the other hand, if the market price is 
lower, it must be used because the replacement price 
or present price determines the ultimate price at 
which the goods will be sold. It is highly important, 
especially in those industries in which prices may 
fluctuate widely, to follow the rule of cost or market, 
whichever is lower. In addition to considering the 
method of pricing, consider also the date of the 
inventory and the trend of prices since that date. 

You will want to know, in analyzing an inventory, 
not only the quantity of the assets, but their condi¬ 
tion. If you are investigating a manufacturing con¬ 
cern, it is desirable to have the inventory segregated 
into raw goods, goods in process, finished goods, and 
supplies. This enables you to judge whether the cus¬ 
tomer is presenting a balanced inventory, and helps 
you in appraising the value of the inventory in the 
event of forced liquidation. 

The ultimate objective in analyzing merchandise 
is to determine whether or not the stock is normal 
for the time of year at which the inventory is taken. 
Usually the statement is issued at the end of the 
season when the stock is low. Guard against the 
possibility that merchandise has been taken in but 
omitted, together with the corresponding liabilities, 
from the balance sheet. 

You may find on the balance sheet items called 
“deferred assets,” “deferred charges,” “suspense 
debits,” or even “other assets.” All of them mean 
substantially the same thing. Such a caption would 
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include items like insurance premiums, interest, taxes, 
rent, stationery and supplies, and other sundry ex¬ 
penses which have been paid, but a part of which 
justly belongs as a charge to the period following the 
date of the statement. 

Usually you can discard these items when you are 
appraising the liquidating value of the assets, be¬ 
cause, with rare exceptions, nothing can be recovered 
from them. The chief value to you of their presence 
in the balance sheet is to serve as an indication of 
proper accounting methods. 

Furniture and fixtures comprise an item which 
usually is of minor importance in analyzing a financial 
statement. You should, of course, consider whether 
the amount so invested is commensurate with the 
size and nature of the business and whether the 
proper procedure with reference to depreciation is 
being followed. 

The items of plant, machinery, and tools in the 
statement raise in your mind several questions. Are 
the size and quantity commensurate with the volume 
of business? Are they properly valued and properly 
depreciated ? In the event of liquidation, what may 
be realized upon them? How up-to-date are the 
buildings and machinery ? Their efficiency and value 
are of interest to you, for while they are a part of the 
fixed assets, they nevertheless are the means of 
production of the current assets upon which constant 
liquidity of the liabilities depends. 

Under the heading of intangible assets, you will 
find grouped such items as copyrights, patents, good 
will, trade-marks, formulas, and processes. How 
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valuable these items really are usually depends upon 
the success of the business. You will find, however, 
that if your business is not successful and under the 
necessity of liquidation, the intangibles may be 
greatly overvalued in the balance sheet. It is sig¬ 
nificant that the tendency among conservative houses 
is to carry the intangible assets at a nominal figure. 

In some cases, intangibles, such as patents and 
trade-marks, may constitute a company’s most im¬ 
portant assets and may virtually ensure the con¬ 
tinuance of the company in business. Consider the 
liquidating value and earning power of all the in¬ 
tangibles. In addition, it may be illuminating to 
note the proportion of the company’s stock that is 
represented by the intangible assets. 

ACCOUNTS AND BILLS PAYABLE 

When you come to the liabilities, the first item in 
the statement will be accounts payable. This repre¬ 
sents the amount owed to creditors upon open ac¬ 
count and for merchandise and supplies. 

You may be sure that this amount will not be 
overstated. On the other hand, it is possible that 
through faulty bookkeeping, carelessness, or intent 
to deceive, some of the accounts payable may be 
left out. The best kind of statement for purposes of 
credit analysis is one that segregates accounts due 
and accounts not due, or accounts still subject to 
discount and accounts past due for discount. Obli¬ 
gations upon open account, incurred for anything 
except goods or supplies, should be placed in a sepa¬ 
rate account. Such an account might include unpaid 
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salaries or bonuses, in which event you would, of 
course, regard such claims as preferred. 

Under the heading bills payable, the following items 
may be included: 

1. Notes given for merchandise purchased 

2. Trade acceptances 

3. Notes payable to banks for money borrowed 

4. Notes payable to payees other than banking 
institutions 

5. Other notes, such as those given for advances, 
either against merchandise or outstanding ac¬ 
counts, as collateral, or purchase money notes 
given for unpaid balances on machinery or 
equipment 

You may find in the statement you are analyzing 
that all notes payable are grouped under one heading. 
It is interesting to note that if the item ends in round 
numbers it probably represents notes payable to 
banks or others for money borrowed, but if it ends 
in odd amounts it probably covers notes given for 
merchandise or equipment purchased, or possibly 
customers’ notes discounted with the bank, although 
included in the assets. 

The statement is more understandable if notes 
payable are segregated into their various kinds. You 
will regard favorably notes of reasonable amounts 
payable to banks. Too large an amount may indi¬ 
cate that receivables have been pledged as security 
or that other collateral has been given. Too small an 
item might indicate that the customer has been un¬ 
able to get needed banking accommodation. 
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Your attitude on trade acceptances will depend on 
whether or not it is customary in the industry to 
close purchases of merchandise with those instru¬ 
ments. If it is not customary, you are justified in 
assuming that such credit instruments are demanded 
by creditors because of the inferior credit position of 
the purchaser. 

Usually you will not be pleased to discover an 
item indicating that notes have been given to payees 
other than banking institutions. These items may 
indicate that the customer is not in good banking 
credit or that he has borrowed the limit fixed by 
sound banking practice and then has obtained addi¬ 
tional funds elsewhere. 

In such cases it probably was unwise for the bor¬ 
rower to extend his current liabilities beyond the 
limit fixed by the bank and mercantile credit men. 
More than that, however, there is the fear that these 
extraordinary creditors, who may be relatives or 
friends, will be treated as preferred creditors if 
financial embarrassment threatens. Often such loans 
are obtained upon the secret understanding that the 
lender will be taken care of before the crash. 

When you see on the balance sheet an 
item indicating a note to a payee other 
than a bank, find out who the creditor is, 
the security given, the date of maturity, 
and the cost of the loan. 

The miscellaneous group of notes must be inter¬ 
preted according to the circumstances of their issu¬ 
ance. Notes secured by collateral may indicate 
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deficiency in borrowing power. At best, the general 
creditor is at a disadvantage as compared with the 
secured customer. Purchase money notes may be a 
severe, though temporary, strain upon the working 
capital. 

Study carefully both the notes payable and the 
accounts payable. They will disclose the care and 
ability of the management in financing current as¬ 
sets. Investigation may also show how much credit 
support may be expected of these two classes of 
creditors. 

EXPENSES OF THE BUSINESS 

In addition to liabilities arising from borrowings 
or purchases, there may be other items, usually 
expenses. These come under the heading of accrued 
liabilities. Such items include salaries, insurance, 
rent, taxes, and interest. 

When you find the item of accrued liabilities on 
the balance sheet, you may conclude that the sheet 
has been prepared thoughtfully. The absence of such 
an item might not be serious, but in many cases 
accruals would show up the business in a different 
light from that in which It is shown without the 
accruals. 

To handle accruals when you are analyzing the 
financial position of a concern, you may assume that 
the accruals are constantly maturing. At best, the 
date of payment is not far removed. You must, there¬ 
fore, regard them as current obligations which take 
precedence over both bank and mercantile creditors. 
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Sometimes you will find an item of deposits ap¬ 
pearing as a liability upon a balance sheet. The term 
is ambiguous. It may mean that the concern is a 
debtor to the depositors or a trustee of their funds. 
The item may represent money deposited for safe¬ 
keeping or in trust for special purposes. In the ab¬ 
sence of a clear explanation it would be well to regard 
the item as a prepared claim. 

The item of bonds indicates your customer’s ob¬ 
ligations for money which he has borrowed upon a 
promise to pay at a definite future date. Usually he 
has put up property as collateral. Inasmuch as bond¬ 
holders usually are secured creditors, there may 
be nothing left for general creditors in a forced 
liquidation. 

Study the bonds item carefully, noting the amount 
of bonds authorized and issued, the purpose of the 
issue, the security, the interest rate, the maturity, 
and the method of retirement. The interest that has 
accrued on bonds is of course, a current liability. 

The statement may contain the item of mortgages. 
These are of two classes, real estate mortgages and 
chattel mortgages. When the word mortgage only 
is used, it usually means a real estate mortgage. Your 
attitude toward a mortgage will depend upon cir¬ 
cumstances. Sometimes you will approve a real 
estate mortgage because it releases, for use in a 
business at a reasonable cost, capital which otherwise 
would be tied up in real estate. Chattel mortgages 
may be favorable or unfavorable. A mortgage se¬ 
curing the payment of the purchase price of machin¬ 
ery may be justified. 
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Any lien upon any of the trading assets 
of the concern damages its credit. Get 
the facts concerning a mortgage, and use 
them in appraising the mortgage’s effect 
upon the credit risk. 

INTERPRETING RESERVES 

Reserves in the financial statement constitute a 
class of items most frequently misused and more than 
ordinarily difficult to interpret. Although they are 
placed among the liabilities, the reserves represent 
merely bookkeeping entries of amounts set aside 
from the surplus or net worth accounts for specific 
purposes. You can understand the items on the 
balance sheet only when you know the purpose of 
the reservation. Reserves fall naturally into four 
groups: 

1. Depreciation. These include reserves for bad 
debts, depreciation of equipment, obsolescence, etc. 
Such reserves may help in estimating the liquidating 
value of the assets. 

2. Operating reserves. These are reserves to cover 
operating expenses known to have accrued but which 
are uncertain as to amount or have not yet matured. 
Reserves set up for taxes, rent, etc., will be included 
here. In analyzing the statement, you may treat 
them as accruals. 

3. Contingency reserves. These are set up to meet 
any possible contingency that may arise. They are, 
in fact, merely a segregated portion of the surplus. 
Try to discover whether the contingency is near or 
remote. It might, for example, represent a law suit 
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brought against the concern, and the concern might 
provide against its unfavorable outcome by remov¬ 
ing a certain sum from its surplus. 

4. Sinking fund reserves. This is a reserve to re¬ 
deem debts. 

Capital and net worth mean the same thing when 
you see them in the balance sheet. The term capital 
is used to show the book net worth, or equity, of a 
corporation. The term net worth is used to show the 
same thing for the owner or owners of a business 
where the ownership is individual or partnership. 

Capital stock is an item you will find listed among 
the liabilities of a corporation, because the corpora¬ 
tion, upon dissolution, would owe the stockholders 
whatever might remain after all other obligations 
had been met. As a creditor, you may not be keenly 
interested in this item. If you study it, however, you 
may get a better understanding of the business. 

Learn the different classes of stock, the amount au¬ 
thorized, the amount issued and fully paid, and the 
dividend requirements of the preferred stock. Strict 
protective provisions of preferred stock may cause 
serious difficulty for the company if the dividends 
lapse for a protracted time. 

WHAT SURPLUS IS 

Surplus is an item often misunderstood and neg¬ 
lected in the analysis of a balance sheet. Study of 
this item can sometimes throw light not only upon 
the company’s earnings, but also upon the character 
and capacity of the management. The surplus account 
has been called the shock absorber of the business 
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organization. Any change in the value of the assets, up 
or down, changes the amount of this item. Surplus is 
merely the difference between the book value of the 
assets and the reported liabilities and capital stock. 

DorCt make the common mistake of as¬ 
suming that the surplus account repre¬ 
sents profits earned by the business. That 
is only one of the ways by which surplus 
can be built up. 

In addition to the accumulated profits resulting 
from the normal trading or manufacturing of the 
business, there are several ways in which surplus 
may arise: 

—^Through the sale of new securities at a 
premium 

—^The paid in surplus created by having a pre¬ 
mium paid in on capital stock 

—Donated surplus consisting of any donations 
of value, most commonly in the form of stock 

—Reappraisal at higher value of such items as 
plant and property, intangibles and securities 

—Sale of capital assets at more than the book 
value 

What a change in the surplus account means, you 
cannot know until you learn how the change was 
made. To do this you must study the income account. 
What, for example, constitutes a good ratio between 
capital stock and surplus ? 

The surplus account should be neither too great 
nor too small. It should be large enough to absorb 
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any ordinary losses so that the capital stock itself 
would not be impaired. It should not be so large as 
to lead to the unwise declaration of a cash dividend. 
Cash dividends represent the withdrawal of a cur¬ 
rent asset which the company sometimes cannot well 
afford. 


CONTINGENT LIABILITIES 

If you are not careful, one of the things that may 
cause you to suffer a loss is your failure to discover 
the existence of contingent liabilities. You must be 
on your guard, because the balance sheet itself may 
not customarily show such liabilities. Contingent 
liabilities may be defined as a present condition which 
may become an obligation upon the happening of a 
certain event. There are many guises that such an 
obligation may assume. Among them are: 

—Discounted notes or trade acceptances re¬ 
ceivable 

—Commitments or contracts for merchandise or 
services 

—Endorsements and guaranties 

—Pending law suits 

If your credit analysis is to be thorough, you can¬ 
not limit your investigation to actual liabilities. You 
should discover, if you can, how your customer may 
have involved himself with contingencies that may 
produce obligations. You should also consider the 
ability of your customer to absorb any shock which 
may be suffered through contingencies which may 
happen to any business. 
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Consider the possibility of contracts being can¬ 
celed and goods returned, of advances being made 
in process of manufacture, of possible litigation in 
connection with patents. Possibilities of this sort, 
being somewhat remote, obviously cannot be listed 
on a financial statement. Created contingent liabili¬ 
ties, however, can be ascertained, and you are entitled 
to know them. 

There are four ways by which the accountant can 
show contingent liabilities on the balance sheet: 

1. The contingent liability is shown as a contra 
item to the contingent asset. 

2. Where receivables have been discounted, the 
full amount of receivables is shown with the 
discounted amount deducted, and the net 
amount of the receivables is included as an 
asset in the balance sheet. 

3. The item discounted is not shown among the 
assets, but the amount discounted is written 
short upon the liability side to indicate that 
the amount is not included in the total. 

4. The nature of the contingent liability is ex¬ 
plained by a footnote. 

HYPOTHECATED RECEIVABLES 

In some cases you will find that your customers 
have hypothecated accounts receivable with organiza¬ 
tions variously known as discount companies, credit 
companies, and finance companies. These companies 
make a business of discounting or buying commercial 
receivables, advancing funds to dealers to finance the 
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sale of articles on the installment plan and advancing 
funds against merchandise. 

Usually the discount company operates by one of 
two methods. Either a direct assignment or sale of 
the receivables is made by the borrower to the dis¬ 
count company, or the receivables are assigned to 
the discount company as collateral for loans. 

The assignment may be either open or secret. By 
the open method, known as the notification plan, the 
debtor is advised that his account has been sold and 
that he is to make payment to the discount company. 
By the secret method, known as the non-notification 
plan, the debtor knows nothing about the assign¬ 
ment and consequently remits directly to the man 
from whom he made his purchase. 

The non-notification plan is the more widely used, 
and to safeguard the discount company under it, 
a contract is signed which usually provides: 

—For the discount company’s advances and 
charges. 

—That the assignor is made the company’s 
agent in receiving collections. 

—That the assignor permit the company’s audi¬ 
tor to inspect his books. 

—^That the assignor transmit on the day of re¬ 
ceipt all original checks, drafts, etc., received 
on any assigned account. 

—^That the assignor give the company power of 
attorney to transact any business relating to 
the assigned receivables, including the indorse¬ 
ment of credit instruments with the assignor’s 
name. 
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With such provisions, the lender has taken about 
all the precaution possible for the protection of his 
loan. 

Advances made at the time of assignment usually 
range between 70 and 80 per cent of the face value 
of the accounts. The remainder is paid as the accounts 
are liquidated. Not all the receivables may be ac¬ 
ceptable to the discount company, and so it is ap¬ 
parent that at best the hypothecator can raise on 
them only about three-quarters of their face value. 

Discount company charges vary, but a popular 
charge seems to be per cent per day upon the net 
face amount of receivables, plus a service charge 
upon a certain minimum quantity of receivables dis¬ 
counted. The monetary expense to the borrower is, 
roughly, from 15 to 20 per cent. 

Almost always the borrower is required to guar¬ 
antee the collection of the accounts. Usually the 
discount company holds an overdue account for a 
certain number of days and then requires a settle¬ 
ment. The borrower is rarely in a position to return 
the cash, and so the discount company accepts other 
collateral in the form of other accounts receivable, 
not yet due and believed to be good. 

This system of hypothecating accounts receivable 
has some distinct advantages. Its purpose is to 
provide a method whereby capital, tied up in financ¬ 
ing customers’ purchases, can be released for use by 
the seller. Advocates of the system point out that 
the money advanced is used to pay off merchandise 
and bank creditors and that through more prompt 
payment the borrower’s credit standing is enhanced. 
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Another advantage claimed for this method of 
financing is that it offsets the cash discount. It en¬ 
ables the borrower to take advantage of discounts 
which are offered to him, thereby saving a financing 
charge which is greater than the charge of the dis¬ 
count companies. It is pointed out, also, that hypo¬ 
thecation of book accounts provides a means of 
raising additional cash in an emergency. 

On the other hand, it is significant that bank and 
mercantile credit men oppose the system. One of their 
objections is that it is costly to the borrower. The 
businessman with good credit does not need to resort 
to this method, and the financially weak cannot afford 
it. 

Mercantile and bank creditors who are unsecured 
object to the discount company’s being made a se¬ 
cured creditor, thus depriving general creditors of 
participation in the proceeds of accounts receivable 
in the event of liquidation. 

Creditors oppose the secrecy of the non-notifica¬ 
tion method by which dishonest borrowers may 
deceive their creditors as to their true position. Credi¬ 
tors feel that the assignment of accounts should be 
recorded in order to secure the assignee. Such re¬ 
cording furthermore, would enable the general credi¬ 
tor to ascertain the facts before entering into the 
credit arrangement with the hypothecator. 

Another argument against the system is that it 
affords an opportunity for overtrading and specula¬ 
tion. As a result of their experience, many credit 
men regard hypothecation as a distinctly undesir¬ 
able omen, embraced only when the debtor is in a 
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desperate business condition. Any borrower from a 
discount company, they say, suffers a loss' of his 
credit standing through the natural inference that 
he is forced to use this expensive method of financing. 

Borrowers occasionally assign accounts receivable 
to banks. Usually this is done to give the bank some 
security for a loan already extended or because the 
bank feels that its loan must be protected by col¬ 
lateral. An assignment to a bank removes accounts 
receivable as an available asset in the event of liquida¬ 
tion and is usually an evidence of a weak credit posi¬ 
tion. It has, however, the advantage that the loan 
was made at bank rates and not at the high cost of 
the discount company operation. 

Receivables also are cashed by factors in some 
industries. Factoring usually is associated with the 
textile industry, where it provides a means of sup¬ 
plying large amounts of credit to the manufactures 
which the seasonal character of the business makes 
necessary. The factor advances larger sums to the 
mill than a bank would be willing to advance on an 
unsecured basis, and the form of the security that 
the mill offers is not the kind of security that a com¬ 
mercial bank would be willing to accept. 

The factor is a large borrower from the banks, so 
that in reality the capital is eventually supplied by 
the banks through the credit of the factor. The 
factor’s function is to supply working capital. In a 
highly seasonal industry, with the manufacturing 
period fairly long, a large amount of capital is re¬ 
quired to carry the manufacturer over the peak of 
the inventory. In addition to furnishing capital, the 
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factor relieves the manufacturer of problems con¬ 
nected with credit and collection. Thus the manu¬ 
facturer can devote all his energy to manufacturing 
and selling. 


INSURANCE ADEQUACY 

When interpreting a balance sheet, look carefully 
into the extent to which your customer is protected 
by insurance. The purpose of capital, as you know, 
is to serve as surety for the credit risk. The purpose 
of insurance, in turn, is to guarantee that capital. 

The weaker the capital factor is, the greater is the 
necessity that it should be bolstered up by full insur¬ 
ance protection. Strong concerns are made stronger 
by adequate insurance. A sound insurance attitude, 
furthermore, indicates that your customer is con¬ 
servative and foresighted, which gives you greater 
confidence in the risk. 

Every possible kind of risk need not be covered by 
insurance, of course, but there should be protection 
against the greater risks. Foremost among these is 
the possibility of loss by fire. Fire insurance is a 
fundamental of sound business. 

Whether fire insurance is adequate or not is some¬ 
thing for you to determine according to the condition 
of each individual case. In general, however, you 
will be satisfied if your customer is insured for 8o per 
cent of his property. Thus, he will carry 20 per cent 
of the risk himself, which would insure his interest 
in fire protection. 

In fire insurance policies the insurance companies 
insert a coinsurance clause. This makes the insured 
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bear a portion of any loss. This portion is equal to the 
amount the lacking insurance would have paid if it had 
been in force. The coinsurance clause, for example, 
may call for lOO per cent coverage. In such case, lOO 
per cent of any loss would be borne by the insurance 
company. If the coinsurance clause called for 8o per 
cent coverage, the company would bear lOO per cent 
of any loss up to the face of the policy; if less than 
8o per cent of the value of the property is covered 
by the insurance, then the company pays propor¬ 
tionately less on the loss. 

A simple illustration will make this clear. Property, 
we will say, is valued at $10,000. The 80 per cent 
coinsurance clause would call for an insurance policy 
of $8,000. The actual policy however, is only for 
$6,000. In the event of a fire, the insured would 
recover only 6,000/8,000 of any loss sustained. The 
remainder of the loss he would have to sustain 
himself. 

Naturally, you will desire that the credit risk be 
protected by adequate fire insurance, but do not 
overlook the fact that danger may lurk in overin¬ 
surance. Convictions for arson are all too frequent. 
It is a matter of common knowledge that a fire risk 
is affected by the condition of business. Statistics 
show that when failures are high, fire losses increase, 
and that fires diminish when business is good. Coop¬ 
erate fully with the fire insurance companies. 

Capital is only one of the sources of strength to be 
protected in a successful business. Of no less impor¬ 
tance are the men who manage the business. Many a 
business is built around one man, and when he dies 
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unexpectedly, there may not be a competent suc¬ 
cessor. His loss means at least a temporary setback. 

Life insurance breaches the gap until his successor 
gets into his full stride. It also relieves the minds of 
creditors. The growing practice of insuring the key- 
men of a business is something that you should foster. 

In addition to generating a feeling of security, a 
life insurance policy frequently is the collateral which 
makes a loan possible in time of temporary need. 
Life insurance may be likened to a sinking fund 
gradually being built up to meet contingencies. The 
weaker the organization, the greater the need for 
such security. 

If you are investigating the strength that a life 
insurance policy will give to your risk, you naturally 
will examine all the policy’s features. Some of the 
questions you will ask yourself are: 

—^Who is the beneficiary? 

—Whose life is insured ? 

—^What are the disability clauses ? 

—Is the right to change the beneficiary retained ? 

—^Who pays the premiums ? 

—^What is the loan or cash surrender value ? 

In the event of bankruptcy, the life insurance 
policy is regarded as an asset of the business, when 
the business is the beneficiary. This also is true, in 
some jurisdictions, when the bankrupt is the insured 
person and has retained the right to change the 
beneficiary, or when the premiums have been paid 
from the funds of the business. It is well to investigate 
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these features of the life insurance policy, because 
under the provisions of the Bankruptcy Act, the 
bankrupt is entitled to the exemption granted to 
him by the laws of the state in which he lives. 

Similar circumstances apply in the event of a 
forced collection. One of the first inquiries made of 
a judgment debtor in supplementary proceedings is 
whether or not he carries life insurance. The purpose 
is to discover whether the judgment creditor of the 
insured may recover the surrender value of the policy. 

Other forms of insurance may be carried by your 
customer. Some of them you may regard as desirable 
for certain risks. Chief among these are use and oc¬ 
cupancy insurance. Its purpose is to cover the loss 
of profits due to the suspension of business as a result 
of a fire or to cover certain overhead expenses which 
will continue during the suspension period. Profit 
insurance sometimes is carried. Its purpose is to re¬ 
compense the owner for loss of profits or use of the 
property destroyed by fire. 

Sometimes liability and compensation insurance 
are carried. Liability insurance protects employers 
against losses which may occur by reason of court 
decisions. Compensation insurance, compulsory in 
some states, is intended primarily for the protection 
of employees, but it protects both employer and 
employee against losses occasioned by injury or 
disease to employees resulting from their occupations. 
Serious embarrassment might be caused a company 
that neglected proper coverage in the form of liability 
and compensation insurance. In some instances these 
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forms may be regarded as essential to a satisfactory 
credit risk. 

Credit insurance is intended to protect the seller 
against excessive credit losses. In some instances 
this may add some safety to the credit risk. In other 
cases, if the risk is sufficiently good, no appreciable 
strength is added by the insurance. 



4- 4 ./Analyze thoroughly 
the prospective debtor’s financial statement. It 
probably contains all the information available 
on his capital, and you need such information 
to appraise the risk accurately. In studying it. 
ask yourself such questions as these: 

Is it reliable ? 

Is it complete 

Is it in a convenient and intelligible form 

Is there significance hidden in some of the 
items ? 

By what process was the value of the items 
determined ? 

Is it up-to-date 

Are there limitations or weaknesses in the 
accounts receivable.^ 

Are some assets frozen ? 

Is the inventory accurate 

Is a normal amount of stock being carried ? 

Are plant and equipment properly valued 

Is there a proper ratio between capital and 
surplus ? 


♦ ♦ ♦ ♦ 
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VII 


Analysis by Comparisons 

V ALUABLE as is an analysis of a balance sheet, it 
by no means gives you all the facts you need to 
analyze completely the capital factor of your credit 
risk. You can know still more about a risk when you 
know the sales for a given period of time. You can 
make a complete analysis, however, only when in 
addition to the balance and sales sheets you know 
other operating details. In short, what you should 
seek to get is a comprehensive income account. 

You will find that your customer usually will allow 
you to see his balance sheet. Often, however, he will 
not show you his sales figures. Even less frequently 
will he reveal other operating details. He may be 
reluctant to discuss his income account, because he 
fears that it will fall into the hands of a competitor. 
Sometimes when this fear is expressed, it is only an 
excuse for concealing operating details. 

Sales are the keystone of the whole busi¬ 
ness structure, but, like all keystones, 
they must be supported by other satisfac¬ 
tory operating conditions. 

When you make your analysis upon the basis of 
sales, you learn, among other things, how active is 
the capital, how productive is the plant, and how 
fresh the inventory. Your sales analysis should indi- 
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cate also whether the company is selling too much 
or too little, the terms which customers are taking 
on purchases, the time necessary to liquidate the 
inventory, and the time necessary to liquidate cur¬ 
rent indebtedness. 

THE TURNOVER RATIO 

The relationship between sales and merchandise 
frequently is spoken of as the “turnover.” That is, 
the sales are a certain number of times as large as 
the inventory, or the money invested in the inventory 
has been turned over a certain number of times. 
Thus the turnover may be six times. Frequently the 
ratio is reduced to a percentage basis, as 600 per cent. 

You discover several significant relationships be¬ 
tween sales and certain items of the financial state¬ 
ment. Consider, for example, the relation of sales to 
accounts receivable. In the case of a particular com¬ 
pany, if the sales amount to $1,000,000 a year, the 
company should receive in the course of a year 
$1,000,000 in collections, assuming there were no 
bad debt losses. Let us assume that the balance sheet 
of a particular company shows receivables of $i 10,000 
and that you know the terms of sale are net 30 days. 
If payments are prompt, collection of the $110,000 
would be effected in 30 days, or at the rate of $1,320,- 
000 a year. 

Actually, however, it may not work out just that 
way. If you take together the two items, the sales 
of $1,000,000 and the receivables of $110,000, you 
may find that the turnover of the receivables is 
approximately nine times a year, or about every 
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40 days. You could regard, then, a ratio of 9 to i as 
normal. Any deviation from that ratio may point 
to the need of a further investigation. 

A subnormal turnover indicates that a company 
takes a longer period to collect a given sum, and it 
may be caused by too liberal credits or laxity in 
making collections. This usually means an added 
expense of financing, because the selling company 
must use more capital to carry these accounts. 

Usually the slower the accounts, the 
greater the collection costs and bad debt 
losses. 

On its face, an abnormal relationship of sales to 
receivables would seem to enhance the seller’s credit. 
Such a relationship may have, however, an unfavor¬ 
able significance. It may indicate a too strict credit 
policy. Sales may have been sacrificed to a good 
sales record and no bad debt losses. It may have been 
accomplished by bearing down too hard in the col¬ 
lection effort. It may indicate that the customer, 
unable to finance himself in the usual manner, has 
obtained the high ratio by hypothecating some of 
the receivables. 

If you analyze closely an apparently slow turnover 
of receivables, you may find that it results from a 
seasonal condition. At the particular period in the 
balance sheet the receivables may be abnormally 
high. This would reduce the turnover and might 
lead you to believe that collections are unsatisfac¬ 
tory. You would be more likely to arrive at an accur¬ 
ate and normal ratio if you could get quarterly or 
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semiannual statements, so that you could strike a 
fair average of the receivables over the yearly period. 

Generally speaking, the business showing a normal 
turnover for its industry is effectively maintaining 
its credit standing. The subnormal relationship may 
make the credit risk less desirable, the abnormal 
relationship more so. Whatever the relationship 
between sales and receivables, the cause should be 
sought in order to appraise it. The ratio itself is 
merely an indication. 

SALES AND INVENTORY 

Consider, also, the relationship between sales and 
inventory. The ideal relationship would be attained 
if the company could, at a given price level, reduce 
its inventory to a minimum where any further reduc¬ 
tion of stock would mean a loss of sales. Such per¬ 
fection of inventory is possible only theoretically. 
If a business can come as near the ideal as do its 
competitors, it is competing with them effectively. 

Businessmen frequently make errors of judgment 
in the size of an inventory. Such errors are usually 
on the side of an inventory that is too large. This 
may be due to the fact that too small an inventory 
is easily remedied, but time is required to liquidate 
the large inventory. 

The ratio of sales to merchandise varies with eco¬ 
nomic conditions. You will approve a much smaller 
ratio in a period of rising prices than you would in 
a period of falling prices. You would construe a 
liberal inventory as some protection against rising 
prices, but you would prefer to see your customer 
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cany an inventory even below normal when prices 
are falling. 

From the sales-inventory relationship, you can 
get some idea of the essentials of the company’s 
management. Rapid turnover indicates good man¬ 
agement, liquid stock, and fresh and salable mer¬ 
chandise. Slow turnover may reflect too large an 
investment in inventory, careless buying, unbalanced 
inventory, and possibly dead and slow-moving stock. 

Do not be too dogmatic, however, in reaching your 
conclusion from this ratio of sales to inventory. It 
may be necessary for you to get an average inventory 
figure in order to arrive at an accurate ratio for a 
seasonal type of business. It may be necessary to get 
back of the ratio itself and obtain a breakdown of the 
inventory as to raw material, goods in process and 
finished goods, in order to determine the true signifi¬ 
cance of the relationship. 

SALES AND FIXED ASSETS 

Among the relationships in which you will seek 
to find significance will be the relation of sales to 
fixed assets. When the fixed assets are relatively 
small, this ratio will not seem to have much bearing 
on the credit risk. When, however, the fixed assets 
include plant, machinery, and equipment, the rela¬ 
tionship becomes important. 

You will want to find out to what extent the invest¬ 
ment in fixed assets is productive and consistent 
with the working capital. A knowledge of conditions 
in the particular trade or industry will be helpful. If, 
for example, you know that the competitors of your 
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customer are able to get $6 of sales to every $i in¬ 
vested in fixed assets, whereas your customer’s sales 
are only four times his fixe<J investment, it is obvious 
that he is at a disadvantage. You would infer that 
his concern is too big for the volume of business he is 
doing, or that a portion of his plant is not productive. 

Often such a condition is due to poor foresight. 
In a period of rising prices the management enlarges 
its manufacturing facilities. When business slumps, 
there is a larger capital investment to lie idle. In such 
an expansion, capital usually is diverted to some 
extent from current assets. Decreasing ratio between 
sales and capital investment should give you concern. 

Between sales and net worth is a relationship that 
moves within restricted limits. When outside its 
limits, the concern may be criticized for undertrading 
or overtrading. Other things being equal, the greater 
the number of turnovers of the invested capital, 
the greater the net profits. 

Increased business usually requires larger inven¬ 
tory and produces larger receivables. These call for 
larger capital. If this is not furnished by the owner¬ 
ship, it must be supplied by the creditors. Increased 
sales, therefore, may be accompanied by a decreased 
relationship of current assets to current liabilities, 
and also by a decreased ratio of net worth to 
borrowed capital. Both of these conditions reduce the 
credit margin of safety, and you should look upon 
them with disfavor. 

Undertrading may be disastrous to a business. Un¬ 
less a certain volume is produced by the invested 
capital, it is, to some extent, unproductive. As the 
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ratio between sales and invested capital increases, 
profits may disappear and capital may be impaired. 

In appraising the ratio between sales and net 
worth, you should make some allowance for busi¬ 
ness or trade conditions, as well as for the size 
of the business unit you are analyzing. Invested 
capital will remain fairly constant from year to year, 
but sales resistance may vary. Thus a smaller turn¬ 
over of capital may be general, and while its effect 
may be as unfavorable as though the smaller turnover 
were due to less efficiency, some allowance should 
be made for the general business conditions. 

There are several other relationsips in which sales 
play' a part. When you are able to learn the net 
profit of a concern, you may find that its relation¬ 
ship to the sales is important. Working capital and 
current liabilities, studied in connection with the 
sales, may give you an indication as to how liquid 
the concern is. 

RATIOS IN THE BALANCE SHEET 

Within the balance sheet itself are a number of 
relationships which you should study. There should 
exist a certain proportion in the different classes of 
assets and liabilities. By studying them through the 
balance sheet, you may determine whether or not 
the credit position is damaged through distortion. 

Usually the current assets are the item that com¬ 
mands the creditor’s first attention, because they 
are the assets that are converted into cash in the 
normal operation of business. The current liabilities 
are equally important, for they provide the constant 
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demand upon the cash. A mere relationship of total 
current assets to current total liabilities is not in 
itself sufficient to give you an understanding of your 
customer’s current position. 

You should appraise, also, each individual item 
and such relationships as cash to current liabilities, 
cash to notes payable or bank loans, quick current 
assets to current liabilities, accounts payable to bills 
payable, receivables to merchandise, sales to receiv¬ 
ables, and sales to merchandise. It is only when you 
study such detailed relationships that you can get 
the full significance of the current position. 

In an effort to adopt a standard of safety for the 
credit man, there has come into use a ratio commonly 
known as the “credit ratio.” Many credit men have 
accepted as a standard $2 of current assets for each 
$i of current liabilities. Even though assets might 
shrink in value, it has been felt by many credit men 
that there was a reasonable factor of safety in allow¬ 
ing 50 per cent for shrinkage. Obviously, however, 
shrinkage in value and liquidation costs will vary in 
different industries and different seasons. You are by 
no means safe in adopting the 2 to i standard. 

With many credit men it is a rule that $i of quick 
assets per $1 of current liabilities indicates a safe 
position. This they call the “acid test.” Cash and 
receivables are regarded as quick current assets. This 
so-called “acid test,” however, is one that you can¬ 
not always adopt with safety. Among the assets 
shown on the balance sheet may be government 
securities or other securities of unquestioned value. 
Being very liquid, these are quick assets. Many credit 
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men include such securities among the current assets 
when they are considering the relationship of cur¬ 
rent assets to current liabilities. 

You should not fail to note, however, that there 
is a distinction between an asset that may be readily 
converted into cash, and one that is, in the normal 
course of business, converted into cash. You may be 
misled if you assume that government bonds will be 
negotiated to reduce liabilities; the management may 
decide to retain its investments, even at the expense 
of a liquid position. 

Prime marketable securities, however, 
reinforce the quick position and are a 
good sign in a balance sheet. 

RECEIVABLES AND MERCHANDISE 

While both receivables and merchandise are classed 
as current assets, it may pay you to compare their 
relationship to each other. Receivables are a quick 
current asset, whereas merchandise is slow current. 
Together, these usually form the bulk of the current 
assets. Their relationship to each other may aid you 
in appraising your customer’s current position. 

In this connection the first point for you to note 
is the difference in the method by which the two 
items are appraised. Merchandise is carried at the 
cost at which it was acquired, or, if the replacement 
value becomes less than the cost, the merchandise is 
written down to the replacement value. It is never 
written up, at least with the approval of the account¬ 
ant or the credit man. Thus losses are taken, but 
not profits. 
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As soon as merchandise is sold, profits are added. 
If the cost price is advanced or “marked up” $0 per 
cent, for example, an inventory of $10,000 would 
appear as $15,000 when it reached the receivables 
stage. When that point is reached, the value is 
pegged. Price changes will not affect it. 

In such a case, you would prefer the value to be 
in the form of the receivable rather than in the form 
of merchandise, because receivables are one step 
nearer cash. By the same reasoning, it may be as¬ 
sumed that the larger the ratio of receivables to 
merchandise, other things being equal, the stronger 
the credit position. This, however, may not always 
be the case. Other factors should be considered before 
you reach your conclusion. Among these are the 
terms of sale, economic trends, and seasonal positions. 

The soundness of a concern’s financing is not dis¬ 
closed solely by its current position. A number of 
other relationships are important. Among these is 
the relationship of net worth to debts, because it 
indicates the amount of owner capital as contrasted 
to creditors’ capital used in the business. 

The larger the proportion of owner 
capital, the greater is the security, because 
it is the function of owner capital to serve 
as a guaranty that debts will be paid. 

There is an old saying among credit men that the 
owner of a business should have at least an equal 
investment with creditors. This statement is a gen¬ 
eralization which may not always hold true. It may 
be desirable to consider a subsidiary relationship, 
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such as net worth to current debt. If a portion of the 
debt is funded, a somewhat smaller ratio might be 
acceptable. 

In such event, the ratio of net worth to current 
debt should be larger than the net worth to debt 
when the entire debt is current. If the proportion of 
funded debt increases, the need of capital to be 
supplied by current creditors should be reduced. 

The relationship between net worth and fixed as¬ 
sets is of little importance when the fixed assets 
comprise only a small part of the assets. Where 
plant and equipment are a necessary part of the 
business, this relationship may prove significant in 
determining the soundness of the customer’s financial 
structure. 

NET WORTH AND FIXED ASSETS 

Fixed assets are needed permanently. They con¬ 
stantly are being worn out or depreciated, and if they 
are sold, they are likely to bring only a fraction of their 
real value. Good business judgment decrees that the 
ownership should have a very substantial investment 
in this class of assets. Sometimes it is reasonable to 
expect a concern to use its permanent investment in 
fixed assets as a means of raising permanent working 
capital through mortgages or bonds. 

For years credit men have been groping for some 
scientific formula to analyze financial statements. 
The most progress along this line has been accom¬ 
plished by the reduction of certain relationships to 
exact ratios from which standard ratios have been 
determined. In appraising a statement, you compare 
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the individual ratio with the standards that have 
been set up. An effort has even been made to reduce 
the credit position to a final index number, the base 
being represented by the average for the industry. 
Credit men generally have not as yet embraced the 
standard ratio. 

From a single balance sheet, augmented by in¬ 
formation as to sales, you may gain valuable informa¬ 
tion. A single statement, however, shows a static 
condition as of a certain date. This status interests 
you not for its own sake, but because of the condi¬ 
tions that it seems to indicate will prevail for the 
period of the credit. 

It is in the future that you are essentially inter¬ 
ested, and the financial statement is of value only as 
it may assist you in forecasting the future. It is ob¬ 
vious that if you had successive financial statements 
to study, you could note the pace at which a busi¬ 
ness is moving and the direction in which it is heading. 
Presumably, the same pace and direction will be pro¬ 
jected into the future. 

ANALYSES BY COMPARISON 

The value of a statement can be appraised only 
when you subject it to some sort of comparative 
measurement. There are three general methods of 
comparative analysis: 

1. Comparison with previous statements of the 
same company. 

2 . Comparison with statements of the same date 
of similar companies. 
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3. Comparison with a model statement set up 
by the analyst. 

When you receive a customer’s latest financial 
statement, it is a good idea to transfer the items to a 
comparative statement form. Some analysts even 
go so far as to reduce all statements to a common size. 
This practice makes it easier to consider changes 
that have taken place. The method is known as the 
“common size” or “100 per cent” statement. Other 
analysts promote the same facility by showing exact 
additions to or deductions from individual items. 
This method is called the “where got” or “where 
gone” statement. 

Advocates of the common size statement point 
out that size is often mistaken for strength and that 
varying size obliterates a sense of proportion. To 
overcome this difficulty they consider the total as¬ 
sets and the total liabilities, including capital, as 
each equal to 100. The common size statement is 
obtained by dividing each item on the statement by 
the total assets (or liabilities), the quotient expressing 
each item in its percentage of the total. 

By means of the common size statement you can 
see clearly the relation of single items or groups of 
items to each other and to the total. You cannot 
compare, however, items in different statements. 

Advocates of the “where got-where gone” type 
of statement point out that an increase in an asset 
must be accompanied by a decrease in some other 
asset, or by increased capital furnished by either 
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creditors or owners. Conversely, a decrease in any 
asset means either the increase of some other asset 
or the withdrawal of capital. The changes which 
take place in the capital of the business from year to 
year are brought out plainly by the “where got- 
where gone” method of comparison. By such a setup 
you can see at a glance just what has happened to 
the individual items, but it is not so easy to determine 
the significance of the changes. 

While both the common size and “where got- 
where gone” statements may add greatly to the ease 
with which you can discover certain changes in the 
financial statement, the more common practice is to 
inspect the same items for two or more years and 
compare them with each other. You may also com¬ 
pare derivative and explanatory data. 

Inspection and comparison of items will show you 
whether the increase or decrease is favorable or un¬ 
favorable, but such changes will not of themselves 
indicate whether the risk is a desirable or undesirable 
one. The mere fact that several items may show im¬ 
provement, or even that the entire statement may 
show improvement, will not necessarily make the 
business a desirable risk. 

When you have before you a single balance sheet, 
you know the capital employed in a business, by 
whom it is furnished, and in what assets and amounts 
it is invested. When you have comparative balance 
sheets, you see the changes between two given dates 
in the amount of capital, in its form, and in the 
equity of the owners and creditors. 
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But how did those changes come about ? This Is a 
question which can be answered by the income state¬ 
ment, provided it is sufficiently detailed. 

For an adequate analysis of a concern'*s 
financial position, the income statement 
is essential. 

PROFIT AND LOSS STATEMENT 

The fundamental structure of an income or profit 
and loss statement is simple. In the end it must 
conform to the following formula: 

Total income — total expense = net profit. 

It is in details of the items that go to make up the 
formula that significance lies. The Income account 
should disclose: 

1. The gross profit and how it Is derived 

2. The operating expenses 

3. The total income and its disposition 

The skeleton form of such a statement must be as 
follows: 

Net Sales 
minus 

Cost of Goods 
equals 

Gross Profits 
minus 

Operating Expenses (including selling and 
administrative) 
equals 
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Net Operating Profit 
plus 

Net Non-operating Income 
equals 
Net Profit 
minus 
Dividends 
equals 

Addition to Surplus. 

It is desirable to have the net sales figures as an 
aid in analyzing the balance sheet. In some cases it 
is desirable to know what have been the gross sales 
and what have been the returns and allowances in 
arriving at the net sales figure. 

Returns and allowances indicate the sales policy 
of the concern. They are expensive and may hamper 
the attempt to earn a net profit. The cost of goods 
in relation to net sales should be examined to see that 
the spread between the two conforms to the normal 
margin of profit for the industry. It is best reported 
on a percentage basis. 

To understand operating expenses thoroughly, they 
must be highly classified. Frequently the selling ex¬ 
pense is segregated from general and administrative 
expenses. It is obvious that the operating expenses 
must be kept relatively low if the business is to show 
a profit, because there is a certain inflexibility in 
the gross profit percentage. 

In the income statement itself are cetain relation¬ 
ships or ratios which you should study. Among these 
are the ratios of sales to selling expenses, sales to 
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officers’ salaries, and sales to net operating profit. 
You should scan individual items, also, to see if they 
are in proper proportion to the size of the business. 

Selling expense often is one of the larger items of 
business costs. It varies widely with different indus¬ 
tries, but within any particular industry the variation 
among companies should range within a few points 
when expressed on a percentage basis. If you know, 
for example, that in a certain industry sales are made 
at an average expense of 9 per cent, a business show¬ 
ing a sales expense of 15 per cent would seem to 
demand further inquiry. 

Sometimes the relation of sales to officers’ salaries 
is important. This is especially likely to be so in a 
small or closely owned business. Officers, instead of 
limiting their withdrawals to what the business will 
stand, may vote liberal salaries to themselves and 
thus eat up the profits. It is also well to scrutinize 
salaries that may represent an annual drain upon 
capital. Furthermore, if they are out of line with net 
profits they will give you a clue to the character and 
ability of the men in control. 

The net profit per sale is an item which may vary 
considerably in different industries, but within an 
industry the range is small. Any deviation from the 
customary net profit per sale would call for a further 
investigation. 

Compare the percentage of net profit to the sales 
percentage for several periods. If the percentage is 
getting smaller, it may serve as a serious warning 
that sales may be decreasing without a decrease in 
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administrative expense, or it is possible that the 
volume of sales is being kept up by cutting prices. 

Whenever you are able to get the figures, give care¬ 
ful study to the details of the business. Through some 
item of administrative or operating expense, you 
may be able to put your finger on the weak spot of 
the organization. 

Some items of expense, such as rent, taxes, and 
depreciation, may remain quite inflexible, in spite of 
a rise or fall in sales. Other items, such as selling 
expense, transportation, and communication, should 
fluctuate with the volume of sales. Still other items 
may vary widely from year to year and may not 
seem to have a direct or immediate bearing on sales. 
Such fluctuating items are advertising, entertaining, 
legal expense and, possibly, the cost of borrowed 
money. The expense to which a concern goes to 
raise capital may indicate its credit standing. If it 
is paying interest that is too high, it may be that 
borrowing cannot be done through banks. 

Sometimes you will find the surplus account in¬ 
creasing from year to year. Ordinarily, it is correct 
to assume that such an increase is the result of profits 
earned. In the same way, a decreasing surplus is 
assumed to represent either a loss or a dividend paid. 

You should bear in mind, however, that there are 
exceptions. A surplus may be created or increased 
in a number of ways, and the manner of increasing 
may have an influence upon your credit decision. 
The surplus is the connecting link between the income 
account and the balance sheet. Whenever there is a 
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change in the surplus, there should be an explanation 
for it. This explanation is called a “reconciliation” 
of the surplus account. Unless you can reconcile the 
surplus account, there is a significant gap in your 
analysis. 

The balance sheet shows the capital employed, the 
amount of that capital that belongs to the ownership, 
and the kinds of assets in which the capital is invested. 
What you desire to know is whether or not the con¬ 
cern is making money through its use of the capital. 
The profit is reflected in the surplus. An account 
which discloses the reasons for changes in the surplus 
is of considerable importance. 
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4 4 -/^ PRINCIPAL purpose of 
your credit investigation is to determine how 
profitably the concern is operating. The sales it 
makes are the keystone of its whole business 
structure. 


Sales figures alone, however, do not tell the 
whole story. You must know whether or not 
they bear a proper ratio to other items. Only 
by comparisons with other items in the balance 
sheet, with other companies, or with an ideal 
standard that you set up, can you answer such 
questions as these: 

Is the capital sufficiently active? 

Is the plant adequately productive ? 

Is the inventory fresh ? 

Are customers taking the proper terms ? 

Is the concern selling too much or too little? 

To what extent is the capital supplied by the 
creditors and the owners ? 


Are sales made at too high a cost ? 

Are net profits in proper proportion to sales? 

What time is necessary to liquidate the 
inventory ? 


♦ ♦ ♦ ♦ 
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<iAn Analysis T^roblem 


T he balance sheet of the Brown Com¬ 
pany shows cash, $3,000; receivables, 
$15,000; merchandise, $10,000; accounts 
payable, $4,000; and bills payable, 
$10,000. 

The balance sheet of the Green Com¬ 
pany shows cash, $3,000; receivables, 
$10,000; merchandise, $15,000; accounts 
payable, $4,000; and bills payable, 
$10,000. 

Assuming that all other factors are 
equal, which company presents the 
stronger credit risk? 


Solution on page 327.) 
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Making Collections 


H aving measured and accepted a credit risk, your 
responsibility is by no means ended. You must 
watch the credit until it has been redeemed, and you 
must take such measures as are open to you to 
ensure the credit redemption. The redemption of 
credit is commonly called “collections.” 

How important or how difficult collections are de¬ 
pends upon the nature of the market. The particular 
industry may be one in which the collection of ac¬ 
counts is the major problem of the credit department. 
Customers may be slow in paying, merchandise may 
be widely distributed in small units, or the profits 
may be sufficiently large to take unusual risks. 

Under such conditions, either the risk has not been 
investigated adequately and you are relying on the 
general law of averages to keep losses low, or you 
have recognized that the risk is considerable but have 
decided to take a chance. In such cases, you must 
expect some trouble in collecting the account. 

On the other hand, if the market is composed of 
concerns of generally high credit standing, and if 
you reject all poor risks, you will have little trouble 
with collections. 

In most mercantile concerns the credit manager is 
also the collection manager. This union of functions 
is logical. The records of each are essential to the 
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best work of the other. The credit man, moreover, is 
interested in making collectings, because, if the col¬ 
lection is not made, he is charged with the respon¬ 
sibility of the loss. 

The credit man should control the ac¬ 
count from the time it is opened until the 
receipt of the final payment. 

Collection is the ultimate aim of each business 
transaction. A good collection record is one of the 
essentials of success. 

Good business requires not only that collections 
shall be made, but that they shall be made promptly. 
They must be made, too, without any damage to 
the concern’s market. Your market is hurt if, in 
making the collection, you lose the customer’s good 
will. It is this fact that makes the collection a diffi¬ 
cult one. 

THREE COLLECTION OBJECTIVES 

In the order of their importance, the collection 
department has these three obj'ectives: 

1. To collect the debt 

2. To retain the customer’s good will 

3. To collect the debt promptly 

If these three objectives cannot all be attained, 
they usually are abandoned in reverse order. Prompt¬ 
ness is sacrificed to good will, and, as a last resort, 
good will is sacrificed to the main objective, which is 
to get the bill paid. 
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How much profit your concern makes is affected 
by the amount of capital that is invested unneces¬ 
sarily in accounts receivable. You must see to it 
that such capital is freed as promptly as possible for 
active use in the business. Capital that is tied up in 
receivables beyond their maturity is more than idle 
capital; it is actually an expense to retrieve it for 
use in the business. To keep as much capital as free 
as possible and to collect it with a minimum of ex¬ 
pense is a task of the collection department. 

How much pressure can you bring to bear to 
make prompt collections? To what extent may you 
jeopardize good will? These are questions of policy 
that you and your company must determine for 
yourselves. 

As business has progressed, there has been a tend¬ 
ency to shorten the terms of financing by the seller. 
This is as it should be, for the seller gains no advan¬ 
tage from credit extended unnecessarily. On the 
contrary, shortening the terms results in a greater 
turnover of capital with a resultant larger total profit. 
The seller can take advantage of cash discounts or 
can pay promptly and can thus help to maintain his 
own credit standing. 

In addition to releasing a certain amount of capital 
for use in the seller’s business, there are other advan¬ 
tages in a close collection policy. The debtor, for 
example, is kept in a liquid position so that he can 
buy more goods. If, however, the customer has bought 
and is owing as much as you care to sell him, sub¬ 
sequent sales will be delayed so long as his account is 
unpaid. Even though you may be willing to accept 
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further orders in spite of his delinquency, he often 
will avoid you because his account is overdue, and 
will place his orders elsewhere. 

To insist upon prompt payment may be cheaper 
in the long run. Prompt payment means fewer out¬ 
standing accounts and results in reduced bookkeeping 
effort and fewer overdue accounts for you to handle. 
Customers soon learn which of their creditors insist 
upon prompt payment and which they may safely 
ignore. If it is your policy to demand consistently 
that bills be paid promptly, you will be one of the 
first to get your money. 

Prompt collections help to keep down losses from 
bad debts. As an account increases in age the likeli¬ 
hood of collecting it diminishes. The greater the 
laxity in enforcing terms, the greater the bad debt 
losses. 


By enforcing strict observance of credit 
terms you win the confidence of customers. 

REASONS FOR SLOW PAYMENT 

Many reasons and many excuses will be given to 
you by customers who are slow paying. Give close 
attention to such apologies, for they will provide 
a clue to the method you should adopt in getting 
them to redeem their credit. 

There are various reasons for slow payment. The 
foremost probably is a lack of a thorough under¬ 
standing of terms. It is true that the terms are 
stated upon the order blank and upon the invoice. 
There is not always, however, a clear understanding 
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between your buyer and you that the terms are just 
as much a part of the contract as the price. 

Often such misunderstanding is the fault of the 
salesman. Terms may not be mentioned, or, if the 
customer brings them up, the salesman gives him 
the impression that an infringement of terms will 
not be regarded seriously. 

If terms are discussed thoroughly and understood 
by the buyer, much of the difficulty of collection will 
be removed. Concessions are sometimes a necessity, 
but such concessions should be a matter of under¬ 
standing in advance and not taken arbitrarily by the 
purchaser. 

Another common reason for delinquency is inade¬ 
quate capital. Men start in business with insufficient 
capital or try to do a larger business than their 
capital warrants. In such cases too great a reliance 
is placed upon creditor capital, and the account fre¬ 
quently is short of funds. 

Your credit investigation, provided it includes a 
financial statement, should disclose whether or not 
this type of delinquency exists. You should know 
whether or not the customer is able to pay according 
to the terms under which he buys. If you have ig¬ 
nored the information in the financial statement, you 
have little right to become impatient with a debtor 
whose inability to pay you should have been recog¬ 
nized when you accepted the risk. 

Sometimes slow payments may be attributed to 
incompetence in management. It may not extend to 
purchasing or marketing but consist of carelessness 
or incompetence in financing. The result is that ob- 
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ligations are simply neglected. In such case, you 
should impress your debtor with the importance of 
efficient financing and the cost and loss of credit 
standing that accompanies financing that is poorly 
done. 

A difficult kind of slow payer to deal with is one 
who is willfully neglectful. Such a buyer realizes that 
time is money and seeks to get as much as possible. 

As soon as you discover that your debtor has such 
a motive, take a firm stand, and press hard for im¬ 
mediate payment. Have a clear understanding in 
regard to terms, and then, if payment is delayed, 
deny credit to the debtor on future transactions. 

One reason for slow pay which often is encountered 
in cash discount terms, lies in the inability to ap¬ 
prove invoices and draw checks on time. This is due 
to the pressure of work in the buyer’s office or to 
inefficiency in his system. Such a reason may be pre¬ 
sented seriously by a debtor as an explanation of his 
tardiness or in a request for longer terms, but it 
seems more like an excuse than a reason for slow 
payments. Certainly it is a condition that he should 
remedy. 

There are many other reasons for slow payment, 
such as illness, deaths, fires, floods, and other mis¬ 
fortunes. In many such cases you will be sympathetic 
and helpful. It often is good business to hold out a 
helping hand through an extension of credit. 

The debtor’s real reason for slow payment may 
differ from the excuses he gives you. Some of the 
real reasons he will be reluctant to state. Instead, 
you are likely to be offered the hackneyed excuses 
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that collections have been poor, the weather has been 
unseasonable, business has fallen below expectations, 
or some misfortune has befallen the debtor. 

Do not accept a frail excuse without question. 
Excuses can be verified. Collections may not really 
be bad, a fact which you can ascertain in various 
ways. The weather may not differ from what the 
average records have shown for years. Business in 
the debtor’s locality may be normal. Get the facts 
and make your decision accordingly. 

THREE KINDS OF DEBTORS 

Debtors may be classified in three groups: 

1. Prompt payers 

2. Good payers, but slow 

3. Undesirable risks 

Customers in the prompt-paying class habitually 
discount their invoices or pay at maturity. Be diplo¬ 
matic with customers of this type because they fre¬ 
quently are sensitive where their credit reputation 
is questioned. To get prompt action, it is necessary 
merely to bring the account to the customer’s atten¬ 
tion. Be careful that your communication does not 
impute bad faith or any lack of ability to pay. 

The good but slow customers may be careless 
about payments, or they may be willing but unable 
to pay because they are attempting too large a 
volume of business. As a seller you cannot refuse to 
deal with this class, but it is necessary for you to 
be paid as promptly as possible. Such customers are 
less sensitive than those who are prompt payers. A 
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vigorous and insistent method must be adopted in 
order to effect prompt collections. 

The undesirable risks may be subdivided into those 
who could pay if they would and those who would 
pay if they could, or into the dishonest and the 
unfortunate. 

It is only by a mistake that you have sold to a 
customer of this class. Either you thought when you 
accepted the credit that he was good but slow, or 
some misfortune may have thrown him into the 
undesirable-risk classification while the credit was in 
effect. With such a customer it is desirable that you 
discover as early as possible whether he is really 
undesirable or uncertain. Then you must determine 
whether the undesirability is caused by unwilling¬ 
ness or by inability. 

If he is unwilling to pay, then you should take the 
shortest way to enforce payment. If he is really 
unable to pay, then you must resort promptly to 
such remedial or protective measures as are best 
under the circumstances. 

YOUR COLLECTION POLICY 

Your analysis of the collection problem and the 
policy you determine upon will depend upon the 
marketing plans of your business organization. Your 
collection procedure and your collection record will 
be affected by the class of customer to whom you 
sell. If your business is large and your prestige high, 
you will be able to attract the best risks. But if your 
business is small, or if you are not widely and favor¬ 
ably known, you may have to find your market 
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among customers who are not so desirable, in which 
case you will be obliged to work harder for results. 

It may be that competition influences your col¬ 
lection policy. If your competitors are lax in enforcing 
terms, you cannot adopt a policy that is unduly 
strict in the matter of prompt collections. If customers 
in your industry are in the habit of taking 6o days 
to pay their bills, you can hardly expect to enforce 
payment in 30 days without sacrificing some business. 
The real terms in an industry, you will find, are 
not the terms used in quotations to the trade but 
are the terms actually used in payments by the trade. 

You will experience much less trouble in collec¬ 
tions if you adjust your terms to your customer’s 
ability to pay. It is a poor policy to adopt fixed terms 
and then accept orders from those who cannot meet 
those terms. If you dun a customer who you know 
cannot pay your bill, your results will be delayed 
and unsatisfactory. 

To follow up an account most effectively, your at¬ 
tention to it must be properly timed. You must know, 
when the account is due, whether or not it is paid 
at that time. At stated intervals thereafter, you 
should direct your attention to the account and take 
action until the account has been disposed of. 

Check the many accounts over which you have 
supervision. This means that you can do the job of 
collecting only when your work is thoroughly sys¬ 
tematized. Prompt action and follow-up at regular 
intervals are the essence of an effective collection 
system, but there must be sufficient flexibility to 
meet varying conditions. Your debtor must receive 
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his statement and letters promptly and regularly. 
It must not be forgotten, however, that different 
debtors have different reasons and different degrees 
of delinquency that need special treatment. 

FOLLOW-UP METHODS 

Your collection system should permit assistants to 
do routine work without managerial attention. The 
routine should include some method of following up 
accounts, sending collection notices and typing let¬ 
ters covering the early stages of collection. In this 
way you will get results more or less automatically, 
leaving you free to direct such action as is to be 
taken with more difficult cases. Whatever system 
you adopt must take into consideration the number 
and nature of your accounts, your accounting system, 
the organization of your office, and the volume of busi¬ 
ness. Your aim is to have a system that works and 
that meets the needs of your business at the lowest 
cost. In operating it, it is important to have a per¬ 
sonnel that is conscientious and intelligent. 

Whatever system is adopted, it must 
ensure attention to every overdue account. 

Failure to follow up a dangerous risk is 
unpardonable. 

The basis of your follow-up is the accounts receiv¬ 
able or customer’s ledger. Your first task in devising 
a system is to find the best method of discovering 
those accounts which daily are becoming overdue. 
If there are only a few accounts and there is little 
necessity for daily action, the simplest and most 
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effective way may be for you to inspect the ledger 
at regular intervals in order to learn the exact status 
of each account. You may then take whatever action 
you deem advisable upon the delinquent accounts 
and make a notation in the margin of the account 
of such action as you take, with the date. The ac¬ 
count then rests until you make your next regular 
inspection. 

This method has a number of advantages. It is 
simple and there is no duplication of work or records. 
It enables you to take action upon all delinquent 
accounts. It keeps you conversant with the paying 
habits of all your customers. 

If your business is fairly large you will find a 
number of disadvantages in the method of periodical 
inspection of the ledger. Too much of the time may 
be spent in looking through many good accounts 
for the purpose of discovering a few slow ones. There 
also may be a tendency to shirk this part of the 
task, with the result that collection is done ha|>- 
hazardly and at irregular intervals. Then, too, it 
should be remembered that you do not need to 
follow up all accounts with the same regularity; 
some accounts need to be treated with greater 
leniency than others. 

To relieve the collection department of some of the 
detail of the follow-up, the accounting department 
in some houses has the duty of informing the credit 
department of all accounts which are not paid at 
maturity. To do this, the ledger clerks look through 
the ledger at regular intervals and make statements 
of overdue accounts. A card tickler is used to record 
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the action taken upon the accounts and bring them 
up for attention at desired intervals. 

THE COLLECTION TICKLER 

The collection tickler is a file of individual cards, 
upon each of which is recorded the name and address 
of a delinquent, with other pertinent facts, including 
the action taken upon the account. The file consists 
of thirty-one divisions, one for each day of the month. 
A card bearing the customer’s record is filed under 
the date that it is desired to follow him up. 

Thus the cards filed under a given date present 
the work for the collection department for that date. 
When a card has had attention it is moved forward 
to the date under which it may be desirable to take 
the next action. 

Remittances are taken care of by either of two 
methods. By one method, the remittance is credited 
to the individual card. By the other method, all 
the cards are checked against the customer’s ledger 
account each morning before the collection procedure 
is started, and payments are noted on the ledger. 

Nothing is left to chance when the collection tickler 
is used. All accounts turn up automatically on the 
collection desk at the desired time and overdue ac¬ 
counts are handled systematically and at fixed 
intervals. 

Some houses use a variation of the collection tickler 
method. This is known as the maturity list. At 
stated intervals the ledger clerks list under their 
maturity dates the accounts which will mature be¬ 
tween the present and the next listing date. Remit- 
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tances as they are received are checked against the 
record, and daily lists of delinquencies are referred 
to the credit department. This plan entails consid¬ 
erable work, but it has the virtue of providing a 
prompt notification of all delinquencies. 

Another method of discovering delinquencies 
promptly is known as the duplicate invoice system. 
It resembles the card tickler, except that the invoice 
is filed instead of the card. Like the maturity list, 
it provides a file record of all accounts becoming due 
from day to day. 

By this system, an extra carbon copy of the invoice 
is used as a collection copy. These invoices are placed, 
according to maturities, in a vertical file equipped 
with cardboard division cards or folders numbered 
from one to thirty-one. 

There are two common methods of using the file. 
By one method, the invoices are taken out as the 
remittances are received. By the other method, each 
day the invoices due for that day are checked against 
the ledger accounts, and those that are unpaid are 
referred to the credit department. The collection ac¬ 
tion may be recorded on the invoice, or the invoice 
may form the basis of the follow-up letter file. 

There are a number of plans resembling the card 
tickler or the invoice tickler for follow-up correspond¬ 
ence. There is one method that has been found prac¬ 
tical in many offices. The basis of the file on any given 
name is the invoice copy, the statement copy, or 
the carbon copy of the first collection letter. The 
person directing the collection procedure jots down 
on the file copy the next follow-up date. The cor- 

249 



CREDITS AND COLLECTIONS 


respondence to be filed is then segregated by the 
file clerk according to follow-up dates. 

A series of sheets are headed with the working days 
of the month, and the names of the accounts whose 
follow-ups correspond are listed upon these sheets. 
The correspondence is then filed alphabetically, 
either in the general file or in a special collection file. 
Each day the sheet shows you a list of the accounts 
to be followed up on that day. You get out the cor¬ 
respondence, investigate the accounts, take such 
action as is necessary, assign new follow-up dates, 
and repeat the filing procedure. 

Collection procedure begins when your house mails 
out the invoice at the time goods are shipped to the 
customer. The invoice, informing the purchaser of 
the exact amount of the indebtedness and the day 
it becomes due, is in reality the first collection instru¬ 
ment. A substantial percentage of the customers will 
discount their bills or pay them at maturity, and 
no further collection instrument will be necessary. 

SENDING OUT STATEMENTS 

The next step, usually, in your collection effort is 
the mailing of a statement of account to the cus¬ 
tomer. This statement serves two purposes; it helps 
to keep your records and the records of the buyer 
reconciled, and it reminds the buyer of payment 
dates. 

There are three general plans of sending statements. 
Under one plan, statements are sent to the customer 
once each month, whether or not there are any 
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items on the account which are due. Such statements 
serve as reminders of both past and future maturity 
dates. 

Under the second plan, statements are mailed on 
the first of the month to delinquent accounts only. 
Such a statement serves primarily as a reminder of 
debts that are due. 

Under the third plan, statements are mailed 
monthly only to those accounts which request a 
regular monthly statement. Other statements are 
not sent regularly and systematically but are used 
at the discretion of the collection department. 

The statement is headed with the name of the 
creditor, is addressed to the debtor, and contains an 
itemized list of the charges and credits and their 
dates. As an inducement to account promptly, the 
terms of payment should be printed on the state¬ 
ment. Or, if goods are purchased under different 
terms, such special terms should be stated for each 
item. This is a reminder that the account must be 
paid according to the terms. 

If it is your practice to use the statement as a pay¬ 
ment reminder, you should mail it on the first of 
each month in order to get the best results. One 
reason for this is that many customers have adopted 
a certain day each month when bills are paid. If 
you fail to have your statement among those assem¬ 
bled for payment, you may not only have to wait for 
a considerable time, but you may be obliged to make 
further collection efforts. 

It is possible that in your company the task of 
making out statements is in the hands of the ac- 
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counting department, where it is looked upon as 
outside work and may be postponed until all the 
regular work is done. It is impossible, of course, to 
render statements when the customer’s ledger is not 
posted up to date, but you must not allow the collec¬ 
tion routine to fall into confusion through the failure 
of the accounting department to coordinate its work 
with yours. 

Collections are so important that they 
must command a rigid attention to de¬ 
tail. It is your duty to sell the management 
on this principle. 

It is a common practice to use a rubber stamp to 
add a collection appeal to the statement. These 
stamps say “past due,” “please favor,” “please 
remit,” “kindly send us a check,” or some similar 
form of dun. In other cases, printed reminders are 
pasted on the statement. Such stamps or stickers 
rarely give offense, for it is realized that they are 
stereotyped and impersonal. For the same reason, 
they frequently are ineffective. However, they are 
better than no appeal at all. 

Some houses mail a statement just a few days 
before the account becomes due. The usual practice 
is to stamp the statement “This statement is for 
comparison only” or “This account is not yet due.” 
Such a practice is not recommended. Few accounts 
fail to pay when due because the maturity date is 
overlooked. Furthermore, some customers are irri¬ 
tated by such a premature dun. 
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THE COLLECTION LETTER 

When the invoice and the statement fail to bring 
in the payment when due, the almost universal prac¬ 
tice is to send a collection letter. Not only is the letter 
a most convenient and economic method of reminding 
the customer of his indebtedness, but it has the added 
virtue of being inoffensive. Debtors whose accounts 
are due expect to receive collection letters. 

When you send the collection letter, you want it 
to be read and acted upon. From experience, how¬ 
ever, you know that many a collection letter is read 
hastily and then tossed aside for later attention, 
which it never receives. In some organizations, the 
letter may be routed to employees who sidetrack it. 
This is likely to be the result when the account is in 
dispute or in a confused state. A partial remedy for 
this condition is for you to insist upon prompt ad¬ 
justment of any difficulties. Follow up any difficulties 
persistently. 

The longer you allow disagreements 
to run, the more difficult it is to adjust 
them, and the greater is the confusion of 
the record. 

Sometimes the collection letter is not even read. 
When your debtor receives it, he infers that it is a 
collection letter and throws it aside unopened. An 
old trick to ensure the reading of a letter is to for¬ 
ward it in a plain envelope. If the receiver cannot 
guess the contents of a letter, his curiosity will 
impel him to open and read it. 
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When debtors fail to respond to your collection 
letters, you are likely to become discouraged and 
irritated, but if you let your emotions creep into 
your letters, you certainly will lessen their effective¬ 
ness. Don’t become harsh, don’t be sarcastic, and 
don’t whine. You must be firm, patient, and con¬ 
fident. The tone of your letter never should be such 
as to destroy good will. 

Sometimes, when good will is no longer a factor, 
you may be tempted to resort to threat. If you do 
this, be careful to frame your letter so that it cannot 
be construed as attempted extortion or attempted 
blackmail. You are safe if you threaten merely to 
bring a civil suit, but it is dangerous to invoke a 
law which calls for criminal prosecution. 

Be careful, also, about what appears on the enve¬ 
lope of the letter you send. If there is anything there 
which reflects injuriously upon the character or con¬ 
duct of any person, the envelope is not only non¬ 
mailable, but its use constitutes a libel for which an 
action will lie. Have nothing on the envelope that 
indicates that the addressee is being dunned for an 
account that is past due. Post cards should not be 
used in collection work. Even window envelopes must 
not disclose by any word, which might show acci¬ 
dentally, that the statement or letter within con¬ 
stitutes a dun. 

Writing collection letters is an art. To be a good 
collector you must have a wide working knowledge 
of human nature. You must understand the power 
of habit, the need for getting and holding attention, 
the value of appealing to instincts to which nearly 
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all men respond almost automatically, and the value 
of suggestion which starts a man’s mind operating. 

Sometimes you will lose or delay a collection be¬ 
cause you fail to use the right appeal at the right 
time. If it were possible to have the most effective 
appeal made at the time that it would be most effec¬ 
tive, that is, if you could have a perfect combination 
of timeliness and tone, the efficiency of your collec¬ 
tions would be increased vastly. 

Try to achieve this happy combination. Study each 
collection problem thoroughly. Analyze the debtor’s 
attitude, his financial position, his past business rela¬ 
tions, and the effect of conditions upon him. The 
result of such an effort cannot help but impress and 
influence the debtor. 

REPETITION AND TIMELINESS 

Keep after the debtor. Repetition is a powerful 
force. Each repeated suggestion of payment tends to 
induce agreement by your debtor that payment is 
due and must be made. Once you have the idea 
planted in the mind of the debtor that he must pay, 
do not allow it to fade. 

Constant suggestion tends to make the 
debtor doubt the validity of any objections 
he may have raised, and it tends further 
to make him apprehensive. 

Although constant repetition tends eventually to 
get action, the process may sometimes be too slow 
to satisfy you. What you want is to collect the bill in 
the shortest time possible. It is not enough, there- 
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fore, to rely solely upon the power of suggestion and 
repetition; other forces must be brought into play. 

One of the forces that you can use effectively is 
timeliness. There can be no doubt that a person is 
more responsive at certain times than at others. 
What makes an appeal timely may depend upon the 
debtor’s mental attitude, his leisure to consider the 
appeal when it is received, and the amount of funds 
he has available at the time your collection letter 
reaches him. 

Of some of these circumstances you must, of 
course, remain in ignorance. It is possible, however, 
to give some attention to timing your appeal so that 
it will be most likely to reach your debtor when he is 
in funds. At that time your collection effort should 
be most vigorous. 

Suppose your debtor runs a summer resort. You 
know that unless your collection is made by the end 
of the season it probably will go over into the next 
season or may not be collected at all. The same thing 
holds true to some extent with any business that is 
of a seasonal nature. 

Obviously the time to he most vigilant 
about collection is when the customer has 
the money. No collection letter can be effec¬ 
tive when the debtor has no funds. 

Just as there may be a best time to make a collec¬ 
tion appeal, so there may be a worst time. Your 
debtor, • for example, would be likely to resent a 
pressing collection letter received at a time when 
either he or a member of his family is seriously ill. 
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Even though you might be unaware of his trouble, 
he would feel that you were harsh in adding to his 
troubles at a time when his mind is distracted by 
other misfortunes. 

Sometimes, indeed, it is possible to advance the 
task of collecting by writing your customer a friendly 
and sympathetic letter which will relieve his mind of 
any worry he will have because of the unpaid ac¬ 
count. It never hurts to make a friend of your 
debtor. 

No collection letters, of course, can be written to 
your debtor until the invoice actually is due. It is 
customary at that time to assume that payment has 
been merely overlooked, and you send your debtor 
a reminder in the form of a statement or of a brief 
and courteous letter. 

If your debtor does not repair the oversight 
promptly, then you must assume that there is some 
reason for failure to pay. You use discussion and 
persuasion in an effort to overcome his resistance. 
Naturally, your task can be made easier if you can 
learn why payment is being withheld, and so you 
seek to get an explanation. It is at this stage ot 
discussion and persuasion that the most thought 
and effort go into your collection correspondence. 
Your letters become more and more insistent. 

If you cannot persuade your debtor to pay, you 
have but one alternative, and that is to coerce him. 
Your first step in coercion may be to point out how 
serious his delinquency is and what unpleasantness 
is sure to follow from his neglect. At some point you 
will abandon your theme of good will and pursue 
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such tactics as you regard to be the quickest and 
most economical means to collection. 

If your threats produce no result, then you may 
either abandon the collection or carry out the threats. 
These threats include such measures as turning the 
account over to a collection agency or a collection 
attorney, or beginning suit against the debtor in 
order to enforce payment. 

The successive steps of notification, reminder, 
persuasion, and coercion should not be followed in¬ 
variably. Sometimes you will have a debtor whose 
deliberate purpose is to delay payment as long as 
possible, and he knows that he can avoid payment 
until he is threatened with force. If you have such 
a customer, you will save time and trouble by en¬ 
forcing the collection without delay. 

In writing your collection letter, treat your debtor 
as a man of intelligence and honor. Let the tone of 
your correspondence be dignified. Stress your con¬ 
tractual right and the debtor’s obligation. Be insist¬ 
ent, but do not be either superior or patronizing. 

To be forceful, collection letters should be short. 
It is well to have only one idea expressed in a letter 
unless it is a letter in answer to a complaint, or one 
in the latter stages of persuasion, when several rea¬ 
sons may be presented. Avoid cumbersome words. 
Use short sentences. Study how to be brief. Make 
your opening sentence as strong as possible, for it 
is the most important sentence of the whole letter. 

Some- words and phrases you would do well to 
avoid. Your debtor would be inclined to resent a 
“must” attitude on your part. Avoid the use of 
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“insist,” “demand,” “require,” “compelled to,” etc. 
Avoid also sterotyped phrases. Try to be natural and 
colloquial, wording your letter in the same way as 
you would talk to him face to face. Avoid all trace 
of sarcasm. Your debtor will resent it. Don’t try to 
be funny; he can see no humor in a collection letter. 

FORM LETTERS 

An individually dictated letter, if it fits your cir¬ 
cumstances and the debtor’s, is vastly superior to a 
form letter. Expediency and economy, however, may 
demand that form letters be used. The most effec¬ 
tive form letter, naturally, is the one which simulates 
most carefully a personal letter. In the early stages 
of collection, of course, that is, the notification and 
reminder stages, form letters are intentionally less 
forceful than they are in the persuasion and coercion 
stages. 

It will be necessary to give considerable attention 
to the appearance of form letters. The most effective 
one is the letter which, though standardized, is typed 
and signed. Next in effectiveness is the multigraphed 
letter simulating the typed letter. It is important 
that the name, address, and other filled-in material 
match the body of the letter exactly. The multi¬ 
graphed letter should bear a pen and ink signature. 
The printed letter is least effective of all. It is patently 
impersonal and should bear a printed signature. 

Generally speaking, you should use a particular 
form letter only once with a particular debtor. Its 
effectiveness dwindles rapidly if he gets the same 
letter more than once. Some form letters need rarely, 
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if ever, to be changed, because you will not have 
occasion to use them more than once with the same 
customer. Others, especially letters in the early part 
of the followup, should be changed each month. 

THE debtor’s note 

Many credit men use the promissory note as a col¬ 
lection instrument. Sometimes It is the credit man 
who seeks to obtain a note, and sometimes the note 
is urged upon him by the debtor. There are both 
advantages and disadvantages in the use of the note. 
If the debtor disputes the account, you will be glad 
to get a note. In reality this is a compromise, but 
you are willing to forego the cash if you can avoid 
thereby litigation over the amount involved. This 
the note accomplishes. 

When a suit is necessary, judgment upon a note is 
almost certain. Even when there is no dispute as 
to the amount involved, but the debtor is reluctant 
to pay immediately, you often are willing to accept 
a formal promise to pay instead of cash. By doing 
so you feel that even though payment is postponed, 
it is much more nearly certain when you can con¬ 
front the debtor with his own promise to pay; often 
no further effort need be made. 

Another advantage in the use of a note Is that it 
can be discounted, thus getting you immediate use 
of the funds. When the note is discounted, the bank 
is brought into the transaction as a collection agent. 
This is likely to have a psychological effect upon the 
debtor, and he may be more likely to pay when the 
bank presents the demand for payment. 
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One disadvantage in accepting a note from a 
debtor arises from the fact that you may have doubts 
as to whether the note will be paid when due. Fre¬ 
quently a debtor olfers a note merely to gain relief 
from the pressure of your collection effort. He may 
then take no pains to provide funds to meet the 
note at maturity. 

In such case, you are under the necessity of accept¬ 
ing a renewal of the note or of making your collec¬ 
tion effort all over again. When you accept a note, 
you extend the period of credit, and you can take 
no action against the debtor until the note matures, 
even though some action might be desirable in the 
meantime. 

Many credit men feel that the acceptance of a 
note establishes a bad precedent. The debtor having 
induced you to accept a note in one instance, may 
be inclined to expect that he can settle other bills 
in the same way. If the passing of notes between you 
and the debtor becomes the regular practice, it 
means that he is buying upon greatly extended 
terms. 

Often it may be the part of wisdom to refuse a 
note when the debtor offers it to you, even though 
you may be willing to extend his time of payment. 
By refusing the note and not binding yourself to an 
extention, you are left free to take any action neces¬ 
sary in an emergency. At the same time, you are 
indicating confidence in your debtor and appealing 
to his pride. This should have a tendency to stimu¬ 
late his efforts to pay and should promote good 
will. 
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USING THE DRAFT 

Like the promissory note, the draft is used by 
many collection men as a collection instrument. Most 
credit men look upon it as one of their harsher tools 
and delay its use until it is desired to make a final 
threat. Some, however, especially in particular lines 
of business where tradition has made the practice 
customary, use the draft early in the collection effort, 
and, if it is not paid, follow it up with other collection 
means. 

Generally, however, as long as the good will of 
your customer is a prime consideration, you should 
hesitate to use the draft. Almost invariably the col¬ 
lection draft is a sight draft which discloses the rela¬ 
tionship between you and your debtor to a third 
party, the bank. Its use may irritate the debtor and 
so should be reserved as one of your final resorts. 

As a collection instrument its strength lies in the 
imputation that your customer’s credit is impugned. 
Under present business practice, it is true, many 
businessmen ignore the effect of the draft upon their 
credit, but there are still some debtors who regard 
the draft as a serious reflection upon their credit, 
and they dislike to have the bank know that you 
have drawn upon them. With such debtors, the 
threat to use the draft is as effective as the draft 
itself. 

Where you decide to try to collect from a difficult 
debtor by means of the draft, the question arises as 
to which bank or account will provide the best 
medium to present it. You may forward it to your 

262 



MAKING COLLECTIONS , 


own bank, feeling more confident that your bank 
will secure its proper presentation by forwarding it 
to your bank’s correspondent. If your bank has no 
correspondent in the debtor’s town, there is the 
feeling, that coming from a bank, the drawee bank 
will give it closer attention than if it had come 
directly from a strange mercantile house. 

You may, however, decide to forward the draft 
directly to the debtor’s bank for collection. Those 
who do this feel that the debtor will give greater 
heed to a draft presented by his own bank and will 
be more inclined to pay it in order to maintain his 
standing at his own bank. 

A third choice is to arrange for the draft to be 
presented through a bank other than yours or the 
debtor’s. It is believed that a strange bank is not 
likely to favor the debtor by delaying unduly the 
presentation of the draft. 

In asking a bank to handle a draft, it is advisable 
to enclose a fee for the service. This fee might be 
25 cents. The letter should give instructions to the 
bank as to presenting the draft, holding it for 
payment, or returning it if not paid. A stamped self- 
addressed envelope should be enclosed. It is advis¬ 
able, at the time you forward the draft to the bank, 
to send a letter to the debtor informing him of the 
draft and directing him to arrange to honor it. 

If the draft is not paid, it is customary for the 
bank to return it to you with a brief note giving the 
reason for the debtor’s failure to pay. Such nota¬ 
tions read “pays no attention,” “will send check,” 
“has written,” “amount disputed,” and the like. 
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Such notations often give you a clue as to the next 
step to take in your collection procedure. 

TELEPHONE AND TELEGRAPH 

One collection instrument that you often can use 
to good advantage is the telephone. It rarely is the 
first medium to turn to, but it often can be used 
effectively after a statement has been sent, and some¬ 
times after a letter. One of its distinct advantages 
is that it saves time. Furthermore, you always get 
an answer. Your debtor may ignore a letter, but he 
cannot well refuse over the telephone either to prom¬ 
ise you a check or to give you a reason for refusing. 

Your conversation over the telephone can be made 
to fit your debtor’s state of mind, and usually you 
can use stronger language, because what is said is 
not a matter of written record. Do not, however, 
allow the freedom of the telephone to tempt you 
to make your demand a harsh one. On the contrary, 
let the telephone be your opportunity for being 
tactful. 


You can be persistent with a smile in 
your voice. 

A disadvantage of the telephone lies in the fact 
that it is impossible to close the matter over the 
wire. You must rely on the debtor’s promise to send 
you a check, a promise he may or may not keep. 
A second disadvantage is the difficulty you may 
experience in getting into communication with him, 
especially if he knows that it is you who are making 
the call and what its purpose is. 
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The long-distance telephone call could be used 
more frequently than it is in making collections 
from out-of-town customers. Because of the expense, 
it must be used with discretion, but often it will pay 
when letters do not seem to bring results. It is often 
a good idea before turning an account over to an 
attorney, or even before good will has been jeop¬ 
ardized by a threat, to put in a long-distance tele¬ 
phone call. The personal contact may influence the 
debtor’s subsequent behavior. In any event you will 
learn just where you stand with him. 

The telegram is regarded as one of the more effec¬ 
tive mediums of collection. Its power comes largely 
from the fact that its use suggests urgency. It is 
most often used after a strong letter has been sent. 

Because it is only semi-private, the telegram must 
be used more cautiously than the telephone. Be 
careful to avoid threats of bankruptcy, accusations 
of bad faith on the part of the debtor, threats of 
criminal prosecution, and other statements that might 
be construed as libelous. The telegraph companies 
from time to time have suggested wordings for col¬ 
lection appeals which they regard as appropriate. 

PERSONAL COLLECTORS 

The most effective, but most expensive, means of 
collection is the personal collector. How effective he 
is depends upon his personality. The expense de¬ 
pends upon a variety of circumstances, such as the 
territory to be covered, the size of the account and 
the difficulty of the collection. 

There are three general classes of personal collectors: 
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1. The credit manager 

2. The hired collector 

3. The salesman 

The credit manager or his assistant has the ad¬ 
vantage of knowing all the methods of approach and 
of realizing his responsibility to collect. If he cannot 
make a collection by personal contact, it is assumed 
that collection can be effected only by force. 

The hired collector is employed for the sole pur¬ 
pose of making collections. He is given a certain 
number of accounts, usually the most difficult, in a 
certain territory. As he calls upon them, he exacts 
promises or checks, gradually applying more and 
more pressure until full collection is made or some 
other action is taken with the account. There are 
disadvantages attached to the use of the hired col¬ 
lector. He is expensive, he cannot always be con¬ 
trolled, and customers might resent his visits. 

The use of the salesman as a personal collector is 
a matter to which credit men have given much 
thought. Admittedly, he has not given entire sat¬ 
isfaction as a collector. Frequently the salesman 
meets only the buyer, who knows nothing about the 
accounting and financial side of the business. Too 
much of the salesman’s time might be consumed in 
getting to the right people and in getting all the 
necessary information. The salesman’s duty is to 
sell, and his interest lies in using the few hours at 
his disposal to make sales. 

The salesman may be used to good advantage, 
however, as an adjuster. Do not hesitate to ask his 
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help whenever the give and take of conversation is 
needed to iron out a misunderstanding. 

In some cases it is almost necessary for the sales¬ 
man to act as collector. If, for example, your house 
sells to the retail grocery trade, you may place the 
responsibility of all collections directly upon the sales 
force. The salesman would call upon the customer 
once a week and goods bought in one week would 
be paid for the next. Should payment not be made, 
credit would be cut off. In any line of business, as a 
matter of fact, where the salesman is selling to small 
organizations where the man who places the order 
is the man who pays the check, the salesman can 
be made to share the responsibility of making 
collections. 

There are some disadvantages in making the sales¬ 
man serve as a collector. It is a distasteful duty, 
and unless the salesman cooperates conscientously, 
he may do more harm than good. The salesman may 
feel that his chances of selling a customer are lessened 
if he also must do the collecting. It sometimes is said 
that collections are slowed up when the customer 
gets in the habit of paying when the salesman calls. 
Instead of remitting when the bill is due, he with¬ 
holds his check until the salesman’s next visit. 

Whenever you and the salesman are 
both working upon an account, it is es¬ 
sential that each keep the other informed. 
Forward to him copies of all letters sent 
and have him report promptly the results 
of each interview. 
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AGENCIES AND ATTORNEYS 

After you have done all you can to collect you 
probably will refer the account to a collection agency 
or an attorney before you abandon an account as 
non-collectible. The agencies and the attorney fol¬ 
low approximately the same procedure. 

Although the collection agency has no means of 
collection which are not available to you, it often is 
successful where you have failed. The advantage is 
largely psychological. The debtor knows that you 
rarely force collections, and he feels that he has 
nothing to fear as long as the account remains under 
your control. When control passes into the hands of 
a third party, the situation changes. 

The collection agency’s one interest in the account 
is to get the money and earn a commission. As a 
rule, referring an account to a collection agency or an 
attorney is your ultimatum. All friendly relations 
are terminated. The relentlessness of the agency 
brings results. 

Sometimes even the threat of placing the account 
with an agency is effective. The debtor knows the 
stigma attached to his credit when his record shows 
“collected by attorney.” 

Select your agency with care, for not all of them 
may be morally and financially responsible. The 
laws relating to agency practice do not afford you 
complete protection. Temporarily hard pressed for 
funds, the agency may be tempted to use your 
money. For your own protection, investigate an 
agency as carefully as you would a customer. Be 
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sure that the private funds of the agency and the 
money that the agency collects are in separate bank 
accounts. Insist that the agency be adequately 
bonded. There are reliable agencies in your section. 
Be sure that the agency that you select is one of 
them. 

Sometimes a local attorney acts as a collection 
agent. Often he is a part of the collection agency’s 
machinery. The usual procedure is for the agency to 
try to collect by mailing letters and threats from its 
home office. When these are unavailing, the account 
is sent to a local attorney who continues the pressure 
by letter, by telephone or in person. The debtor 
realizes that his position is becoming more serious 
and that a showdown is nearer. 

Some credit men like to deal directly with a local 
attorney, because they have direct supervision over 
his efforts and because they feel he will work harder 
for collection for the reason that he receives the full 
fee. When he gets a claim for collection from a for¬ 
warding attorney he receives two-thirds of the fee 
for his work. 

Sometimes, after you have exhausted your own 
efforts to collect an overdue account, you will, before 
going outside, turn to some of the men in your own 
organization who may be in a better position than 
you to get results. Such a person may be a higher 
official, such as the treasurer, general manager, or 
president. 

A letter from such a person carries weight because 
of the position of the writer. In order to have its 
full effect, it should be written on a letterhead im- 
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printed with the official’s office or title. The letter 
should be dignified and final. No attempt should be 
made to frighten the debtor, but the mere fact that 
it is written by a high official implies a threat. If 
such a letter fails to bring a response, the only logical 
course left is to force collection or abandon the 
account. 

Akin to the treasurer’s letter is a letter signed by 
the salesman. When he writes to a delinquent, he 
gives no hint of coercion, and his letter has the tone 
of a friendly appeal by an intermediary between the 
customer and the house. Sometimes it may not be 
advisable to ask the salesman to help in this manner, 
but whenever the salesman can be of assistance as a 
collection correspondent, he should be called upon. 

THE DUMMY AGENCY 

Sometimes, before calling in outside assistance, a 
step is taken which gives the effect of an outside 
agency, but which still retains company control of 
the account in the hands of the collection manager. 
This is done through the house collection agency, 
sometimes called the dummy collection agency. 

When you have threatened legal action on an ac¬ 
count which is long past due, you are more or less 
called upon to do something about it. You are seem¬ 
ingly carrying out your threat, as far as the delinquent 
debtor is concerned, by referring the account to your 
own collection agency in your own office. Suitable 
letter heads and stationary are prepared bearing a 
fictitious name, such as the “Star Adjustment 
Bureau.” You then send a brief series of letters, 
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"being careful to have them appear and read differ¬ 
ently from the house letters you have been sending. 

The value of the house agency lies in the fact that 
some of your hard-boiled debtors may be delaying 
payment only until they get a businesslike threat of 
force, and you can temper your letters’ harshness to 
suit the occasion. By doing the job yourself, you 
will save both time and collection fees. 

You must be careful, however, in conducting such 
an agency, that your deception is not too transparent. 
If your debtor suspects the genuineness of the agency, 
your task of collection will be all the harder. When 
your agency threat is not resultful, you then can 
turn the account over to an outside collection agency 
or to an attorney to carry out the dummy agency’s 
threat. 


INTEREST ON DELINQUENCIES 

Shall you charge Interest on overdue accounts? 
There would seem to be every justification for it. 
When a man buys goods on credit he is receiving 
capital aid for which he must pay. The financing 
charge is one of the costs and is included in the price. 
The expense of carrying the account thus is taken 
care of up to the time the account becomes due, but 
the cost of carrying the account thereafter falls upon 
the seller. 

In reality, by withholding the money after the 
account becomes due, the debtor is borrowing from 
you without your consent. Because he does not pay 
for the use of the money thus borrowed, he has an 
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unfair advantage over his competitor who borrows 
from the bank in order to pay his creditors promptly. 

Few business houses, however, attempt to collect 
interest on overdue accounts. The creditor may feel 
that good will would be lost if interest should be 
charged, or he may doubt his ability to collect inter¬ 
est. If you should decide to inaugurate a policy of 
collecting interest on overdue accounts, a statement 
to that effect should be printed on all order blanks, 
invoices and statements. Some houses attach a sticker 
to past due statements and compute the interest 
charge and add it to the account, others have found 
it more effective to render the interest charge upon 
a regular invoice. 

Do not make a charge for interest, how¬ 
ever, unless you mean it. Follow up the 
collection vigorously. Do not let your 
debtor get the impression that you make 
empty gestures. 

Sometimes you are likely to have difficulty in col¬ 
lecting the full purchase price from the customer who 
lets his bill run for a time but still expects the benefit 
of the cash discount. If he does not have the money 
on the tenth of the month but does have it on the 
fifteenth, he cannot see why he should be penalized 
for a few days’ delay, and so he tries to force the 
discount. He is encouraged in his attitude by the fact 
that other sellers have been lenient with him. 

If you do draw the line between cash and credit 
customers, draw it sharply, and having drawn it, 
permit no infringements. To make a single exception 
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weakens your case with every customer. As long as 
other houses in the trade allow unearned discounts, 
your customers will try to take advantage of you, 
but a consistent policy of adhering always to the 
terms of your agreement will not only increase your 
collections, but save you considerable trouble in the 
long run. 


PARTIAL PAYMENTS 

A question you frequently are confronted with is 
whether or not to encourage a partial payment on 
an account. Sometimes you should resist it vig¬ 
orously, for if you permit it to continue, the account 
is sure to become confused. It is not paid to any 
definite point. In rendering a statement, all debits 
and credits must be listed, and unless your debtor 
confirms the balance as rendered, your books and 
his may become hard to reconcile. If a debtor is 
habitually slow, he should be forced to pay his ac¬ 
count up to a certain date. 

Furthermore, you are entitled to full payment and 
should be content with nothing less. The dollar which 
is not paid is just as much due as the dollar which is 
paid, and you are amply justified in trying to collect 
it. Besides, you do not wish to encourage the habit 
of partial payments. 

There are cases, however, in which you may well 
decide to take what you can get, even though it is 
considerably less than the whole. Unable to pay the 
full amount, your debtor may be glad to make a par¬ 
tial payment, and thus relieve himself of a portion 
of his worries. Something is better than nothing, 

27y 



CREDITS AND COLLECTIONS 


and you cannot reasonably complain if you get your 
share of such funds as your debtor has to disburse. 

DELINQUENT LISTS 

In many trade associations and groups, “Delin¬ 
quent” or “C.O.D.” lists are compiled. Such a list 
has two uses: 

1. It warns you that those accounts are more 
or less undesirable as credit risks. 

2. It serves as a collection threat to the debtor. 

In the latter case, the debtor is informed of the 
existence of such a list and of your obligation as a 
creditor to report all slow and delinquent accounts 
to the association. He sees the disadvantage of having 
his name on such a list, and, unless he is a dead beat, 
will do all he can to avoid it. Even here, however, 
you must remember that threats lose their force un¬ 
less you mean them. 

Sometimes creditors enter into gentlemen’s agree¬ 
ments concerning debtors. If you find yourself so 
acting, or even appearing to so act, be careful that 
you do not overstep certain legal bounds. Our laws 
aim to protect the businessman from defamation and 
from combinations in restraint of trade. 

The mere keeping and circulating of a delinquent 
list within a group is permissible, but danger lies 
when there is concerted action within the group. 
The courts frown on “black lists” and “white lists” 
and are inclined to regard agreements, actual or 
tacit, to withhold credit as restraints of trade as 
covered by the antitrust laws. To attempt to control 
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credit and terms, the court holds, bears a direct 
relation to price fixing and is opposed to public 
policy. 

It may be that a collection agency will approach 
you with some unusual scheme for collecting ac¬ 
counts. Be careful. Some of the methods may be all 
right, but others are unethical, and some even 
dangerous. 

An agency, for example, may “guarantee” to col¬ 
lect and may include among its tactics advertising 
the debtor’s account for sale. An account receivable, 
of course, being property, may be sold. The owner 
has a right to advertise it for sale, provided he can 
do so without libeling the debtor. There is where the 
difficulty lies, for the courts are agreed that the listing 
of one’s name as a delinquent and advertising the 
indebtedness for sale, is libelous per se. 

It is difficult to prove that the real purpose of 
publication is not to coerce the debtor to pay. If 
you should be named as defendant in a libel action, 
you could justify the advertising only by proving, 
first, that the exact amount indicated is due and 
unpaid, and, second, that the debtor is unworthy of 
trust and credit and is not amenable to the ordinary 
methods of collection. 

The responsibility for any collection 
tactics is wholly yours, not the collection 
agency's. 
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A credit man 


you 


should control the account from the time it is 


opened until you have received the final pay¬ 
ment. Your objectives are three: to collect the 
debt, to be paid promptly, and to retain the 
customer’s good will. To attain these you must 
be systematic, firm, and diplomatic. 


To do your job effectively, you should observe 
these rules: 


1. Adjust the terms to the customer’s ability 
to pay. 

2. Provide a system which discovers accounts 
which daily are becoming overdue. 

3. Insist upon strict observance of the credit 
terms. 


4. Adjust promptly any difficulties or disputes. 

5. Make your appeal timely. The best time 
is when he has the money. 

6. Keep after your debtor. Repetition is 
powerful. 

7. Make no threats you are not prepared to 
carry out. 


4. 4. 4. 4. 
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Qollection ’T^roblem 


Y ou are the credit manager of a ladies’ 
specialty concern. A customer has had 
a small store in the retail section of a large 
city for several years. He always has been 
a little slow in paying. About a year ago a 
large department store opened in the next 
block. Since that time your customer’s 
payments have become still slower. 

You have asked the salesman to give 
you a report. He learns that the customer 
has been cutting prices in a vain attempt 
to meet the new competition. He now 
owes your concern $400, which is about 
50 days overdue. Twice he has promised 
to remit on a definite date, but neither of 
the promises has been kept. You fear that 
he is headed for bankruptcy. 

What, if anything, would you do? 


{^Ste Solution on fagt 328.) 
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IX 

Resort to the Law 


P ERSUASION having failed with your delinquent 
debtor, you at last determine to resort to force. 
The first step in the enforcement procedure is an 
action at law. This action is begun by you, as plain¬ 
tiff, filing, usually through your attorney, in the 
proper court, a formal complaint or declaration of 
your cause of action, together with a petition for 
judgment. Through a court order, the debtor, or 
defendant. Is then summoned to appear before the 
court and answer your complaint. 

The summons having been served upon him, the 
debtor has three courses open to him: 

I. He may ignore the summons, in which case 
you may obtain judgment by default. 

2. He may file an answer to the complaint, dis¬ 
puting the claim. 

3. He may appear at the time specified in the 
summons and defend the action against him. 

Should the court or jury find in your favor, judg¬ 
ment is entered accordingly. This judgment in it¬ 
self, however, has no force to compel payment. It 
may be filed, and then it becomes a lien upon what¬ 
ever real property the debtor may own in the county 
in which the judgment was filed. To place it as a 
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lien upon property elsewhere in the state, you must 
file a transcript of the judgment, obtained from the 
clerk of the court, in the county you desire. A lien 
thus created is good for a number of years, fixed by 
the statutes of limitations of the various states. 

COLLECTING ON THE JUDGMENT 

After judgment is taken, the defendant is allowed 
a certain period to pay the judgment in court, in¬ 
cluding the court costs. Or he may stay the execution 
if he elects to appeal to a higher court. 

If he neither appeals nor pays within the fixed time, 
then you may apply to the court for a writ of execu¬ 
tion. This empowers a sheriff or other court officer to 
seize sufficient of the debtor’s property to satisfy 
the claim and cover court costs. Property thus seized, 
after proper advertising, is disposed of at public sale. 

In most cases, you are not likely actually to exe¬ 
cute judgment by legal process, for you will find 
either that your debtor has no property upon which 
the sheriff can levy, or that if he has property which 
could be taken, he finds some other way of raising 
the necessary money in order to hold his property. 

Even though a debtor may be judgment-proof, 
it may be a mistake to abandon the claim as worth¬ 
less. He may recoup his fortunes a long time after¬ 
ward, when you can collect the judgment with interest, 
subject, of course, to the statute of limitations. 
If you must abandon accounts, abandon them only 
temporarily. Keep an accurate record of them, and 
check them up periodically. Many of them can be 
paid eventually. 
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If you do not know what property your debtor has, 
you may, after you have obtained judgment, ques¬ 
tion him about it, under oath, in supplementary 
proceedings. You may examine him only once, 
except in unusual circumstances, and you may 
subpoena third parties for questioning. Failure to 
appear for questioning may result in punishment for 
contempt of court. 

In general, credit men have not found examina¬ 
tion in supplementary proceedings a very valuable 
remedy. If the debtor is without property, nothing 
can be disclosed, and if he has property which he is 
determined to conceal, he often is successful in con¬ 
cealing it. 

Receivables that prove to be losses eventually 
must be charged off. The credit manager, of course, 
is the most logical person to authorize charges to 
bad debts. His general procedure in such matters is 
guided to some extent by the policy of the house, 
involved in which is the question of good accounting 
practice and what may be permissible under the 
rules of the income tax authorities. That the accounts 
receivable should be purged of all bad accounts 
before the books are closed for the period, is a state¬ 
ment that cannot be disputed. Such entries should be 
made as soon as it is known that the expectation of 
collecting an account must be abandoned. 

ENFORCIBLE CONTRACTS 

It IS not to be presumed that you are skilled 
enough in the law to act as legal adviser to your house, 
but you should be sufficiently familiar with the gen- 
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eral rights and duties of sellers and buyers to avoid 
the more common pitfalls. The nature and effect of 
contracts is something about which you should be 
informed. 

A contract is effected when the seller transfers or 
agrees to transfer property—goods, credit instru¬ 
ments, or services—to the buyer for a consideration. 
This contract may be unenforcible if either party 
lacks the legal capacity to make a contract, but even 
in such case the seller may collect a reasonable price 
for necessities thus sold. 

To be enforcible, a contract must be in writing 
if the value of the goods is in excess of a certain figure, 
which varies in different states, unless the buyer ac¬ 
cepts part of the goods and actually receives them, 
or gives something, such as a note or memorandum, 
to bind the contract. Mere delivery of the goods by 
the seller and receipt of it by the buyer does not con¬ 
stitute an acceptance. 

The buyer does, however, accept when he takes 
some action in relation to the goods, which is incon¬ 
sistent with ownership by the seller, or when he re¬ 
tains the goods for an unreasonable length of time 
without notifying the seller that he rejects them. 
Acceptance may be oral, in writing or by any other 
manner. 


WHO OWNS THE GOODS? 

Frequently, when you have a dispute with your 
customer, the point at issue has to do with the passing 
of title to the goods. The question is important be¬ 
cause, in most cases, the risk is transferred with the 
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title. The general rule to follow is that title to the 
goods passes according to the intent of the contract¬ 
ing parties. .4^ 

When the intent is vague or disputed, it is to 
be interpreted from the following conditions and 
circumstances: 

1. The terms of the contract 

2. The conduct of the parties 

3. The usages of the trade 

4. The circumstances of the particular case 

To determine the intent of contracting parties, a 
number of rules may be applied, as follows: 

Where there is an unconditional contract to sell 
specific goods in a deliverable state, the title 
to the property passes, when the contract is 
made, even though delivery or payment, or 
both, be postponed. 

In a contract to sell specific goods, where some¬ 
thing remains to be done to put them in a de¬ 
liverable state, the title passes when that 
thing is done. 

In a contract where delivery is made “on sale or 
return,” or other similar terms, the title passes 
on delivery to the buyer, but he may revest 
title in the seller by returning the goods or 
offering to return them within the time fixed 
in the contract or, if no time has been fixed, 
within a reasonable time. 

In a contract where delivery is on approval or 
other similar terms, the title passes when the 
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buyer signifies his acceptance or does any 
other act adopting the transaction. It passes, 
also, if the buyer retains the goods without 
signifying acceptance or giving notice of re¬ 
jection within a time which has been specified 
for their return. If no time has been fixed, 
return must be made within a reasonable 
time. 

In a contract to sell by description unascer¬ 
tained or “future” goods, the title passes to 
the buyer when such goods in a deliverable 
state are appropriated unconditionally to the 
contract, either by the seller, with the buyer’s 
consent, or by the buyer, with the seller’s 
consent. Such consent may be expressed or 
implied. 

In a contract requiring the seller to deliver the 
goods to the buyer or to prepay transportation 
charges to a place designated by the buyer, 
the title does not pass until the goods have 
been delivered to the buyer or have reached 
the point of destination designated. 

CANCELLATIONS AND RETURNS 

Cancellations and returns are annoying and ex¬ 
pensive. In some companies, indeed, they have be¬ 
come so common that both buyer and seller regard 
orders as cancelable at the buyer’s will. No great 
harm is done, of course, if the goods are readily 
salable to others in the regular course of business, and 
it would hardly be worth the seller’s trouble to en¬ 
force his rights. Where the goods are unsuitable for 
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sale elsewhere, however, or where they have been 
made to order, you are justified in refusing to accede 
to a cancellation. 

Whatever the circumstances, if there has been a 
definite contract, you can hold the buyer liable only 
for the damages you have sustained up to the time 
of cancellation. These damages may include your 
anticipated profit. If the contract is in writing and 
the cancellation is received after you have shipped 
the goods, you can notify the buyer that the goods 
belong to him, and sue for the price. 

If the goods have been made to order and cannot 
be sold readily at a reasonable price, you can refuse 
to accept the cancellation, and sue for the price. 
You cannot, however, continue to manufacture and 
add to the expense. 

Fortunately, the transfer of title does not always 
require the actual transfer of goods. Under some 
circumstances, you can refuse to deliver goods to 
which you no longer have title. The right is known 
as the unpaid seller’s lien. You may hold the goods 
as security for the fulfillment by the purchaser of his 
obligation. You may do this when goods have been 
sold without any stipulation as to credit, when the 
terms of credit have expired, or when the buyer 
becomes insolvent. While retaining the goods, you 
may sue for the purchase price. 

When you have voluntarily surrendered possession 
of the goods, you lose your lien. Should your buyer 
become insolvent, however, you may stop the goods 
in transit and regain possession. If they have reached 
the buyer, it is too late for you to get them back 
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again. You exercise the right of stoppage in transit 
by giving reasonable notice to the carrier. 

Under some conditions you may rescind a con¬ 
tract of sale and restore complete title in yourself. 
This is true where a right of rescision has been ex¬ 
pressly reserved to you upon default of the buyer or 
where the buyer has been in default in the payment 
of the purchase price for an unreasonable time. You 
also may rescind it when the buyer has repudiated 
the contract, or has shown his inability to perform 
his obligations under it, or has committed some 
material breach of the contract. 

RECOVERING THE PROPERTY 

As everybody knows, title to property cannot be 
obtained by fraud. If your customer defrauds you in 
getting goods, you retain the title, and you may re¬ 
cover possession. The legal process by which you 
recover possession is known as “ replevin.” 

Obtaining goods by means of a false financial 
statement would be one way in which fraud might 
be practiced. In retaking possession by means of 
replevin, you must remember that the burden of 
proof is on you to establish your case and that you 
are required to give a bond of indemnity, which al¬ 
ways is at least double the value of the property. 

Sometimes when your debtor has title to the prop¬ 
erty you have sold him, you would feel easier if he 
did not have it in his possession. You may feel that 
he is about to dispose of it in some way for the pur¬ 
pose of avoiding paying you. In such case you may 
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seek to obtain a lien upon the property by means of 
a writ of attachment. 

This writ places the property in the custody of a 
court officer. An application for a writ of attachment 
is incidental to a lawsuit for the money owing. Unless 
the action is brought within a limited time, usually 
30 days, jurisdiction over the property ceases. 

In most states you may resort to attachment in 
the following circumstances: 

When you seek to attach, in the state, property 
of a debtor who is not a resident of the state. 

When the debtor has left the state with intent 
to defraud creditors or to avoid service of 
legal process. 

When, for the same purpose, a debtor keeps him¬ 
self concealed within the state. 

When the debtor has removed property or is 
about to dispose of it for the purpose of de¬ 
frauding creditors. 

When the debtor has obtained property from a 
creditor by fraudulent representations. 

Be very sure of your ground before making an 
attachment. If the statutory requirements are not 
complied with exactly, or if the original suit on the 
debt is not maintained, the debtor may bring an 
action for the damages he has sustained through the 
seizure of his property and the injury to his business. 
In most states the defendant has the privilege of 
giving a bond for the payment of such judgment as 
may be entered against him. 
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GARNISHMENT 

“Garnishment” is another remedy whereby you 
seek to impound funds or property as security for 
the payment of a debt. In this case the debtor’s 
property is in the hands of a third party. In some 
states garnishment is known as “third party pro¬ 
ceedings,” and in some as the “trustee process.” 

A garnishee is regarded as an innocent person owing 
money or lawfully having in his possession the prop¬ 
erty of another, and who is indifferent as to who shall 
receive the money or property. If you have served 
him with a writ of garnishment, he cannot relieve 
himself of his obligation to you by transferring any 
of the property or funds of the debtor, which he may 
have in his possession. A bank may be a garnishee, 
and you may impound both your debtor’s bank ac¬ 
count and his safe deposit box. An employer may 
be garnished for a portion of the debtor’s wages. 

The right of garnishment is strictly a creature of 
statute, and the several states vary widely in the 
provisions they have made. In some states, for 
example, the remedy may be sought only after an 
execution against an original debtor has been returned 
unsatisfied. In many states it is limited to actions 
on contract. In one state—South Carolina—it is 
unknown. 

To evade paying their bills, unscrupulous debtors 
have resorted to all sorts of schemes. One of their 
practices has been to buy a large stock of goods on 
credit, sell it in bulk secretly, and then either dis¬ 
appear with the cash or conceal it. To prevent such 
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secret sales of goods in bulk, bulk sales laws have been 
enacted by all the states. 

By such laws your purchaser is required to notify 
you five days or more in advance that a sale, transfer, 
or assignment is to take place. Failure to comply 
with the law makes defective the title of the buyer 
of such assets. No additional rights or remedies are 
given against the debtor, but the warning, placing 
you In a position to take whatever measures are 
open to you, is a valuable one. 

In the absence of a statute providing for some other 
exclusive remedy, you may seek the following reme¬ 
dies where your debtor has made a “fraudulent 
conveyance,” or where he has violated the bulk sales 
law: 

—Execution directly against the property trans¬ 
ferred in the hands of the purchaser 

—Garnishment proceedings 

—^Attachment on the ground of fraud (in nearly 
all states) 

—Receivership, accounting, and injunction 
THE INSOLVENT DEBTOR 

Sometimes your debtor fails to pay his obligation 
because he is unable to. And you are not his only 
creditor. To satisfy all of you would force him out of 
business. Usually, in such a position, he is insolvent, 
although whether he is or not depends upon the 
definition we apply to the term. 

As defined by the Uniform Sales Act, he is insolvent 
if he has either ceased to pay his debts in the ordi¬ 
nary course of business, or cannot pay his debts as 
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they become due. Under the Bankruptcy Act, he is 
insolvent whenever the aggregate of his property is 
not, at a fair valuation, sufficient in amount to pay 
his debts. 

When the insolvency is temporary or mild in form 
you should, of course, take whatever individual ac¬ 
tion seems appropriate to safeguard your interests. 
When, however, it passes this stage, your interests 
and those of the other creditors are conserved best 
by concerted action. 

Before a line of procedure can be adopted, it is 
important to know what caused the insolvency or 
failure. Is it due to general business depression, to 
inefficient management, to insufficient capital, to 
adverse personal factors, to competition, to bad debt 
losses, to decline in value of assets, or to dishonesty 
and fraud In some cases it may be possible to 
remove the cause and rehabilitate the debtor to the 
advantage of all parties concerned. 

Do not wait too long before doing something to 
protect your interests. You and the other creditors 
want to salvage as much as possible. Naturally, the 
debtor can be of great assistance. If there is no fraud 
or serious legal complication, cooperate with him in 
working out some friendly arrangement for straight¬ 
ening matters out. 

It is good business practice to settle 
difficulties out of court. 

EXTENSION AGREEMENTS 

The least drastic method of composing the diffi¬ 
culties of a debtor who cannot pay his bills is by 
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means of an extension agreement. By this method the 
time of payment of accounts is legally postponed to 
some future date which you and the other creditors 
agree upon with the debtor. 

To grant an extension may be the best procedure 
when the financial responsibility of the debtor has 
not been Impaired seriously and where the causes 
of the insolvency are temporary and can be remedied. 
The most important consideration is the debtor’s 
honesty. If he is dishonest, the extension will only 
help him in his dishonest operation. 

Assuming that you are satisfied as to the debtor’s 
honesty and sincerity, the next main consideration 
is whether or not the extension will accomplish its 
purpose. Is he financially strong enough and has he 
the ability to dig himself out of his difficulties? 
Otherwise, it would be contrary to the Interests of 
all of you to give him more time. 

The creditors should consider carefully whether 
the extension agreement Is the right action to take. 
You must remember that a debtor who is working 
under an extension agreement has exposed his 
financial condition and, therefore, finds it hard to 
attract new creditors. If he is to carry on, the credi¬ 
tors who sign the extension agreement will find it 
necessary to support him further by supplying him 
with new merchandise. Place such current credits on 
a prompt-payment basis, and watch the debtor 
closely to see that he fulfills this requirement. 

Do- not enter lightly into an agreement to extend 
credit. Extensions often are followed by liquidation. 
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Unless the debtor has a plan that promises success, 
or unless you can see a way out of his embarrassment, 
the extension is hopeless. 

Once you have entered into an agreement with 
other creditors to extend the time of payment, you 
are bound by it, for each of you has entered in con¬ 
sideration of the forbearance of the others. Unless 
you are released by the consent of the other creditors, 
you have no right to demand payment before the 
extension has expired. 

Usually the extension agreement is consummated 
by some individual or bureau acting as adjuster. A 
trust agreement may be entered into by the adjuster, 
acting for the creditors, and the debtor. The credi¬ 
tors assign their claims to the adjuster, who now is 
in a position to dictate the action of the debtor or 
compel him to liquidate. 

Sometimes there may be a few creditors who re¬ 
fuse to cooperate and who insist upon an immediate 
settlement. If their claims are small, they often are 
paid in full, by the consent of the larger creditors, 
who then are left in a better position to control the 
adjustment. In other cases, the agreement may be 
made binding on the signatory parties only when a 
certain percentage—say 8o per cent—in both num¬ 
ber and amount of claims have signed. 

Extension agreements usually call for payment by 
installments. The settlement usually takes the form 
of notes. If a series of notes is given, they should 
contain a provision that upon the default of any one 
of the series, the balance becomes due immediately. 
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Otherwise, each note would have to be sued on 
separately as it matured, and the later maturing 
notes probably would have little or no value. 

COMPOSITION SETTLEMENTS 

Where the creditors’ investigation discloses that a 
worthy debtor’s affairs are so badly involved that 
it is highly improbable that he ever will be able to 
pay his creditors in full, no matter how much time 
he would have, the debtor sometimes is able to ar¬ 
range a composition settlement with his creditors. By 
this he is released of that portion of his indebtedness 
which he cannot pay. 

The composition is a settlement by contract be¬ 
tween the debtor and his creditors whereby each 
creditor agrees to release the debtor from a stated 
percentage of his indebtedness. The new contract 
may call for cash payment, a note settlement, or a 
combination of the two. Such a settlement is known 
as a “common law composition.” 

Often the composition settlement is the one best 
course to take, saving the time, trouble and expense 
of bankruptcy proceedings. It is, in a sense, a liquida¬ 
tion of the business or a sale of the assets by the 
creditors. The present proprietor, the debtor, is the 
most logical purchaser, and the assets can be sold to 
him at a larger amount than to anyone else and at 
a lower cost. In a forced liquidation the assets would 
realize much less than their book value. In bank¬ 
ruptcy} fees and costs would dissipate a substantial 
portion of the assets. 
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WTien a composition settlement is entered into, it 
is assumed that the debtor is honest and that credi¬ 
tors and debtor are trying to be mutually helpful. 
The dishonest debtor is entitled to no consideration. 
It is a principle with good credit men never to bargain 
with fraud. 

ASSIGNMENT FOR CREDITORS 

It may be that your involved debtor is unwilling 
or unable to effect an extension or composition settle¬ 
ment with you and his other creditors. Realizing that 
something must be done, he may make an assign¬ 
ment for the benefit of creditors. By the assignment, he 
transfers to another his property in trust, to apply 
the property upon the payment of his debts. Such 
an assignment is presumed to give the creditors con¬ 
fidence in his good faith and to provide an efficient 
and economical means of converting the assets into 
cash and distributing it to debtors. 

There are both advantages and disadvantages in 
liquidation by assignment. More may be realized 
from the assignee than is realized by other methods, 
especially bankruptcy, and at lower cost. The credi¬ 
tors may, if they choose, permit the assignee to con¬ 
tinue the business and wait for a favorable market 
to dispose of the assets. 

On the other hand, it should be remembered that 
the assignee is the appointee of the debtor and may 
not enjoy your confidence. Then, too, the trustee¬ 
ship is uncertain. Some of the creditors, being sus¬ 
picious of the debtor’s motives, may file against him 
a petition in bankruptcy. This may be done, how- 
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ever, only by debtors who have not assented to the 
assignment. 

State laws, which vary widely, place some restric¬ 
tions on the assignee and give an insolvency judge 
substantially -all the powers vested in a court of 
equity. The duties of the assignee are to collect, pre¬ 
serve and distribute the assets assigned, without 
preferences. Notice to creditors of the assignment 
and an invitation to file claims are usual statutory 
requirements. 

EQUITY RECEIVERSHIP 

A procedure which provides some measure of gen¬ 
eral protection for the creditors or the debtor, or 
both, is found in the statutes relating to equity re¬ 
ceiverships. Such a receivership combines some of the 
features of the extension and the assignment and 
provides, also, for the continuation or liquidation of 
the business. It defers the date of payment and 
establishes a moratorium which remains in force at 
the discretion of the court. 

The receiver is presumed to be a disinterested 
third party acting equally for the benefit of all. His 
duties are to take charge of and keep and account 
for all the property over which he is appointed 
receiver. He is subject at all times to the court by 
whom he is appointed. As a rule he continues the 
business. He is discharged when the need of the 
receivership is over. 

For good cause and upon the application of the 
debtor or a creditor, the court will appoint a receiver 
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in equity. Such appointments are made in four general 
classes of cases: 

1. Where no interested person is competent to 
take custody and management of the 
property. 

2. Where it is not proper that any of the in¬ 
terested parties should have possession or 
control. 

3. Where the person holding the property has a 
trust relationship which he is violating. 

4. Where, after a decree or judgment has been 
given, the ordinary court processes cannot 
carry the decree or judgment into effect. 

Either a state court or a Federal court may appoint 
a receiver in equity. If appointed by a state court, he 
can take possession only of property in the state. 
To be appointed by a Federal court, the petitioners 
for appointment must include a creditor who is a 
resident of a state different from the debtor’s. To 
give the Federal court jurisdiction, the petition must 
represent claims in excess of ^3,000. 

The receiver is an officer of the court with limited 
discretionary powers and subject at all times to the 
orders of the court. He operates the business or 
liquidates it for the benefit of both owner and credi¬ 
tors. He is not responsible personally for his official 
acts, but he is liable for fraud or negligence whereby 
injury to the property is sustained. He is required 
to render a strict accounting of his receivership to 
the court. The fees allowed the receiver and his at¬ 
torney are set in the discretion of the court. 
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A receivership does not change the nature of your 
rights as a creditor; it merely suspends them. Only 
by express permission of the court can you enforce 
your rights. You have a right to examine all books, 
papers, and documents in the hands of the receiver, 
but even though you suffer damage by the delay, 
you may not be permitted to sue. 

Your creditor’s right against the debtor continues 
after the receivership has been terminated. In 
neither Federal nor state equity receivership pro¬ 
ceedings is there any discharge of the debtor from 
his debts and liabilities. This does not hold true in a 
bankruptcy receivership. 

THE BANKRUPTCY LAW 

The Bankruptcy Law is a Federal law that provides 
the creditors of an insolvent estate with the machin¬ 
ery for prompt and efficient realization and pro rata 
distribution of the debtor’s assets. It provides, also, 
as alternatives, the means to effect an extension or 
composition settlement, or, in the case of a corpora¬ 
tion, a reorganization. Under certain conditions the 
debtor may secure a discharge from his debts. 

The Bankruptcy Law safeguards the interests of 
creditors by preventing preferential payments and 
by preventing a small minority of creditors from 
blocking a settlement favored by the majority. It 
holds in abeyance other means of collections which 
otherwise might be resorted to and which would 
involve both debtor and creditors in constant 
litigation. 
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It will pay you to study carefully both the Bank¬ 
ruptcy Law and bankruptcy procedure, for it is just 
as important to safeguard your creditor interest as it 
is to select a credit risk. Bankruptcy is complex and 
technical, and the bankruptcy courts are a battle¬ 
ground where the interests of debtors and creditors 
may clash. Primarily, the Bankruptcy Law is a 
creditors’ law, providing that, so far as possible, the 
creditors shall control the procedure. 

With the exception of insurance and banking 
corporations, any person, partnership, or corporation 
may become a voluntary bankrupt, that is, he may 
file a petition in bankruptcy on his own initiative. 
Anyone who may become a voluntary bankrupt may 
be made an involuntary bankrupt, except that a 
wage earner or a farmer cannot be thrown into 
bankruptcy and the indebtedness must aggregate at 
least $1,000. Furthermore, the involuntary bankrupt 
must have performed one or more of six definite acts 
within 4 months prior to the date on which the 
petition is filed. These acts will be discussed later. 

Involuntary bankruptcy originates with the filing 
of a petition in the Federal court by three or more 
creditors whose claims aggregate $500 or more. If 
the total of creditors is fewer than twelve, one creditor 
with a claim of $500 may file, the petition. The 
petition alleges the commission within the preceding 
4 months of one or more acts of bankruptcy and 
prays the court to adjudge the debtor bankrupt. 
In a voluntary bankruptcy, the filing of the petition 
by the debtor constitutes an act of bankruptcy. 
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Insolvency is a prerequisite to most of the acts of 
bankruptcy. According to Section i, Article 15, of 
the Bankruptcy Law, “. . . a person shall be deemed 
insolvent within the provisions of this Act whenever 
the aggregate of his property, exclusive of any prop¬ 
erty which he may have conveyed, transferred, con¬ 
cealed, or removed, with intent to defraud, hinder, 
or delay his creditors, shall not, at a fair valuation, 
be sufficient in amount to pay his debts.” 

THE SIX ACTS OF BANKRUPTCY 

The six acts of bankruptcy upon which a petition 
in bankruptcy may be based are as follows; 

First: Conveyed, transferred, concealed, or re¬ 
moved, or permitted to be concealed, or removed, 
any part of his property with intent to hinder, de¬ 
lay, or defraud his creditors, or any part of them. 

Second: Transferred, while insolvent, any portion 
of his property to one or more of his creditors with 
intent to prefer such creditors over his other creditors. 

Third: Suffered or permitted, while insolvent, any 
creditor to obtain a preference through legal pro¬ 
ceedings, and not having at least 5 days before a 
sale or other disposition of any property affected by 
such a preference, vacated or discharged such 
preference. 

Fourth: Suffered or permitted, while insolvent, any 
creditor to obtain through legal proceedings any 
levy, attachment, judgment, or other lien, and not 
having vacated or discharged the same within 30 
days from the date such levy, attachment, judgment, 
or other lien was obtained. 
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Fifth: Made a general assignment for the benefit 
of his creditors; or, while insolvent, a receiver or 
a trustee has been appointed^, or put in charge of his 
property. 

Sixth: Admitted in writing his inability to pay his 
debts and his willingness to be adjudged a bankrupt 
on that ground. 

Involuntary bankruptcy is a court action with the 
debtor as defendant. He is served with a copy of the 
petition and a summons to appear in court. He may 
deny the facts alleged in the petition and demand a 
jury trial to determine his insolvency. Usually, how¬ 
ever, he does not appear and the court signs the 
decree upon default. 

As an adjudicated bankrupt, your debtor has cer¬ 
tain duties. He must give such help as he can in the 
liquidation of his estate, although he has no direct 
part in the liquidation. He must attend the first 
meeting of creditors, if so directed by the court, 
must file within lo days after adjudication a schedule 
of his assets and liabilities, and must submit to an 
examination concerning his business. He must, of 
course, turn over all his property, except such as is 
exempt by state law, to the receiver or the trustee. 

After I month and within 12 months of being ad¬ 
judicated a bankrupt, the debtor may apply for a 
discharge in bankruptcy. For cause, the court may 
extend this period an additional 6 months. Creditors 
are notified of the application for a discharge, may 
attend the hearing, and file specifications of objec¬ 
tions to the discharge. If the debtor’s conduct has 
been morally beyond reproach he will emerge a 
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financially free man; if the creditors can show that 
his conduct has been otherwise, the discharge will 
be refused. 

THE BANKRUPTCY OFFICIALS 

Usually four officials are concerned in liquidating 
a bankrupt’s estate: 

—the court 
—the referee 
—the receiver 
—the trustee 

The Federal district courts in the several states are 
courts of bankruptcy and have jurisdiction over both 
the administration and interpretation of the law. 
The court adjudicates the debtor a bankrupt, refers 
the case to a referee, confirms compositions, and 
grants or refuses the debtor a discharge. 

The rejeree is appointed for a term of 2 years. He 
takes over some of the functions of the court itself 
when necessary, examines bankrupts’ schedules, calls 
creditors’ meetings, receives and allows proofs of 
claims, declares dividends and delivers dividend 
sheets to trustees, and furnishes such information 
as may be requested to parties at interest. In addi¬ 
tion to a few minor fees, the referee receives i per 
per cent of all sums paid in dividends, or H per cent 
of the amount to be paid to creditors upon the con¬ 
firmation of a composition settlement. 

The receiver is not one of the required officers in 
bankruptcy procedure, although it is customary for 
the creditors in an involuntary bankruptcy to include 
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a petition for the appointment of a receiver. It is 
his duty, when appointed, to take an immediate 
inventory of the estate, seize all the bankrupt’s 
books and records, close his place of business, and, 
in general, impound all the property for the benefit 
of the creditors. 

Unless given authority by the court either to sell 
the assets or to continue the business, the receiver 
is a mere custodian of the bankrupt’s property. The 
fees of the receiver are based on sums that he turns 
over. They range from 6 per cent on the first $500 
or less to l per cent on sums in excess of $10,000. 

The trustee is elected at the first meeting of credi¬ 
tors by majority vote in number and amount of all 
creditors whose claims have been allowed and who 
are represented at the meeting. Fights for control 
of the liquidation of estates occur at this first meet¬ 
ing, for the trustee has wide powers. Before he can 
serve, he must furnish a bond as stipulated by the 
creditors or by the court. 

The trustee is discharged by the court when he has 
wound up the affairs of the estate. He receives a 
commission on what is paid to creditors, ranging 
from 6 per cent on the first $500, or less, to i per 
cent on any amount in excess of $10,000. If a com¬ 
position settlement is effected, the court may allow 
him H per cent of the amount to be paid to creditors. 

PROVING YOUR CLAIM 

Creditors’ claims which may be proved include 
any business debt incurred by the borrowing of 
money, the purchase of goods, and the hiring of 
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services. You may prove such claims, if they were 
owing at the time the petition was filed, even though 
the amount is uncertain or in dispute. Unliquidated 
claims based upon a mere tort, such as libel or assault, 
are not provable. If, however, the liability was re¬ 
duced to judgment prior to the filing of the petition, 
it is provable. 

If you hold security of your bankrupt debtor, such 
security must be converted into cash. If it brings 
less than the claim you are entitled to, you are en¬ 
titled to dividends upon the unpaid balance. 

To file your proof of claim as a creditor is your most 
important duty in a bankruptcy action. Unless you 
file it, you can neither share in the dividends nor 
participate in the election of a trustee. Yet the filing 
is a simple matter. You fill out the necessary forms, 
obtained at a law stationer’s, attach to it an itemized 
statement and whatever instruments in writing it 
may be founded upon, and forward it to the referee. 
Then, if the claim is allowable, you are assured of 
your share of any dividends. 

Do not give your claim to an attorney 
with whom you are not acquainted to file 
for you. His forms are likely to contain 
a power of attorney authorizing him to 
act for you, and liquidation under his 
control may be expensive and inefficient. 

CLASSES OF CREDITORS 

Creditors are of two general classes: secured and 
unsecured. Secured creditors have a lien upon specific 
assets; if the security is insufficient, the creditor 
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becomes a general creditor for the remainder. Unse¬ 
cured creditors are of two kinds: preferred creditors 
and general creditors. 

Preferred claims must be paid in full in the follow¬ 
ing order before dividends are payable to creditors: 

1. The necessary cost of preserving the estate 

2. Filing fees and expenses of recovering assets 
for the benefit of the estate 

3. Costs of administration of the estate 

4. Expenses of creditors in successfully opposing 
an effort to confirm a composition 

5. Wages to employees earned within 3 months 
and not exceeding $600 to any employee 

6. Taxes 

7. Debts entitled by law to priority 

Even though he is discharged from bankruptcy, 
there still may be some debts for which the debtor is 
liable. These would be claims that are just, but not 
provable, that is, they would be claims which are 
outside bankruptcy jurisdiction. Among these would 
be liabilities for obtaining property by false pre¬ 
tences, alimony, liabilities which had not been duly 
scheduled in time for proof and allowance, with the 
name of the creditor, unless the creditor had notice 
or actual knowledge of the proceedings. 

The composition settlement, provided by the Bank¬ 
ruptcy Act, is an alternative to liquidating an insol¬ 
vent estate. This is similar to the common law 
composition in which the creditors may enter into a 
composition settlement with the debtor. It is more 
than a settlement by contract, however, for the 
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composition in bankruptcy is made binding upon 
all creditors, whether all agree to the settlement or 
not. 

The act provides that a majority of creditors, in 
number and amount, may accept the settlement in 
writing and apply to the court for confirmation of 
the composition. When confirmed, the bankrupt is 
automatically discharged. 

It may be that your bankrupt debtor in a composi¬ 
tion settlement pays you partly in cash and the 
balance in notes. If the notes should not be met, you 
have only the same right of action that you would 
have upon non-payment of any debt. It is a good 
plan, therefore, if more than one note is given you, 
to have all the notes become due upon the default 
of any one. If payment is defaulted, you may again 
throw the debtor into bankruptcy, provided he has 
committed one of the statutory acts of bankruptcy. 

THE creditors’ DUTIES 

Chronologically, your duties as a creditor in bank¬ 
ruptcy proceedings are as follows: 

As soon as you learn that a petition in bank¬ 
ruptcy has been filed, stop all shipments, can¬ 
cel all orders, and change all necessary 
records. 

Prepare and file proof of your debt. 

Attend the meeting of creditors and help elect 
a trustee. 

Oppose any unwarranted application for a dis¬ 
charge of the bankrupt. 
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Attend the final meeting and oppose any unjust 
or exorbitant claims for fees that may be 
presented. 

The method of liquidating the estate and distri¬ 
bution of the proceeds among creditors are both 
provided for by the law. The trustee must have the 
property appraised and then must obtain at least 
75 per cent of the appraised valuation, subject to 
certain exceptions. The first dividend is declared 
within 30 days of adjudication, if the proceeds of 
the estate exceed the amount necessary to pay the 
debts of priority and claims which have not been 
presented, but which probably will be, and, in addi¬ 
tion, if they amount to 5 per cent, or more, of the 
allowed claims. 

Subsequent dividends must be declared as often 
as the money on hand reaches 10 per cent of the 
allowed claims. When the estate is closed, a final 
dividend is paid. The first dividend must not include 
more than 50 per cent of the money of the estate 
in excess of debts of priority and claims probably 
to be allowed. The final dividend must not be de¬ 
clared within 3 months of the first dividend. 

Bankruptcy is expensive for both debtor and 
creditors. Assets at a forced liquidation usually 
bring but a fraction of their going concern value, 
and expenses of liquidation consume a considerable 
part of the amount realized. The creditor who gets 
10 per cent of the amount owing him is doing better 
than average. For the huge losses, however, creditors 
are themselves partly responsible in that they per¬ 
mit debtors too great a degree of insolvency. 
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Do not allow your debtor*s liabilities 
to become too great in relation to his assets 
before you compel liquidation. 

To effect the needed cooperation on a nation-wide 
scale and to raise credit standards and efficiency 
generally are functions of the National Association 
of Credit Men. It is a professional and service organi¬ 
zation with a membership of many thousands of the 
leading manufacturers, wholesalers and financial 
institutions of the country. The officers and direc¬ 
tors, who serve without pay, are executives of na¬ 
tionally known business houses. As a non-profit 
cooperative association, owned and controlled by 
its membership, much of the work is done through 
committees of representative members, but the na¬ 
tional association and its local affiliated offices have 
a large paid personnel. 

The local affiliated credit associations are in all 
of the major business centers of the country. Each 
is a self-contained, self-supporting unit, functioning 
under the supervision of a local board of directors. 
In joining the local association you automatically 
become a member of the national organization. The 
many local units provide a nation-wide coverage to 
meet the credit service needs of business. 

Through its fraud prevention department, credit ex¬ 
tended by its subscribers is safeguarded by means of 
investigation and prosecution of violators of the 
penal laws covering commercial frauds. TTie serv¬ 
ices of this department are available to all com¬ 
mercial firms, banking institutions, and others, which 
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under special arrangement, are entitled to call for 
investigation in any matter that they believe might 
later warrant prosecution. The department cooperates 
with Federal and state authorities. 

Credit research is another activity of the associa¬ 
tion. Surveys are made of credit subjects and prob¬ 
lems of general timely business interest. The results 
of these surveys are given general distribution 
through association publications, press releases, and 
other mediums. 

To encourage training for credit work through de¬ 
partments of colleges and universities, by correspond¬ 
ence courses and the grouping together of the younger 
men and students in an institute of credit,” the na¬ 
tional association has established the National Insti¬ 
tute of Credit, This functions through chapters 
organized in cities where there are local associations; 
where there are no local associations, the student’s 
studies are supervised by correspondence from the 
national office in New York City. Certificates are 
given for the successful completion of courses. 

REHABILITATING THE DEBTOR 

If the serious difficulties of your delinquent debtor 
are merely temporary, it would be a grave injustice 
to act with unnecessary harshness toward him. 
If he is honest and deserving, he is worth saving. 
If you are fair with him, he may once again be devel¬ 
oped into a good customer. 

To safeguard his interests as well as your own is a 
main function of the adjustment bureaus of the 
National Association of Credit Men. One such bureau 
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is placed in each of the key markets of the United 
States, but their operation expands, as occasion may 
require, to include adjacent markets. The organiza¬ 
tion is equipped to function over almost the entire 
country in cooperating with you in handling the 
affairs of your embarrassed or insolvent debtors. 

Before adopting any course of action, the bureau 
makes a personal investigation of the debtor’s affairs. 
As a result of the bureau investigator’s skilled and 
sympathetic research, a complete account of the 
situation is compiled and submitted to the creditors. 
The most suitable method of adjustment is then 
begun. Adjustments are most commonly effected 
through extensions, compromise settlements, and, 
among the more seriously embarrassed, by friendly 
liquidations, receiverships and bankruptcy. 

Suppose, for example, that your debtor’s business 
Is solvent, but the assets are frozen. The bureau will, 
if possible, devise a system to remedy the difficulty. 
If too much capital is tied up in accounts receivable, 
proper collection methods are recommended. If too 
much merchandise is being carried, the bureau offers 
a plan to establish a proper inventory. One of the 
bureau’s men supervises the plan of rehabilitation. 

Rarely is a definite time for an extension fixed. 
When a substantial sum has been collected, the 
administrator, which may be the adjustment bureau, 
distributes it pro rata to the creditors, and continues 
such distributions until lOO per cent of the debts are 
paid. 

The bureau’s Investigation may reveal insolvency 
of a degree not too serious. If the honest debtor is in 
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such a predicament, the adjustment bureau may 
help him, if assistance is thought to be justified. 
An immediate settlement, fair to both debtor and 
creditor, is arranged. 

When the debtor’s affairs are hopelessly involved, 
liquidation of his assets on a friendly basis is likely 
to be the most advantageous procedure. The bureau 
has a personnel skilled to handle such matters. If 
receiverships, in either bankruptcy or equity, are 
necessary, the bureau seeks to be appointed receiver. 
If a petition in bankruptcy has been filed, the bureau 
acts as the representative of creditors, and an indi¬ 
vidual of the bureau secures election as the trustee. 
In such roles the bureaus can act effectively. 

COLLECTION BY THE BUREAU 

Some of the adjustment bureaus maintain a col¬ 
lection department. This, however, is operated quite 
apart from the other services. Because of this com¬ 
plete segregation, you can turn over a claim for 
collection, confident that it will not be turned over 
for adjustment unless you so direct. 

When the collection department receives two or 
more claims against one debtor, it serves the first 
claim received. If claims appear uncollectible, this 
is reported, not to the adjustment department, but 
to the creditor. The collection department service is 
available to all members of the National Association 
of Credit Men. 

Another function of the adjustment bureau is to 
represent and protect creditors when debtors suffer 
fire losses. It will intercede for the debtor so that a 
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fair and speedy settlement is made with the insur¬ 
ance companies. It may attach the insurance for the 
creditors’ benefit. 

The adjustment bureaus sponsored by the National 
Association of Credit Men are non-profit making, 
but self-supporting, organizations. Each bureau must 
constitute a department of the local association of 
credit men. All expenses are assumed by the bureau, 
and all income is placed to its own credit. No person 
has any private financial interest in it. Bureaus must 
comply with conditions and rules laid down by the 
national association. All employees handling money 
are bonded, and all trust funds are segregated care¬ 
fully from operating funds. 

There are six possible origins for cases handled by 
the bureau: 

1. A debtor informs his principal creditors that 
he cannot meet his obligations, and one of 
the creditors refers the case to the bureau. 

2. A debtor may call a meeting of creditors, and 
a creditor who is unable to attend may ap¬ 
point the adjustment bureau to represent 
him. 

3. A creditor may refer to the bureau an over¬ 
due delinquent account which he is unable to 
collect. 

4. A debtor may visit the bureau and ask advice 
in straightening out his tangled affairs. 

5. A trade group discussion, revealing the plight 
of a debtor, may lead to a request for steps 
to be taken by the bureau. 
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6 . An attorney may bring to the bureau a debtor 
who is his client and who has consulted him. 

THE bureau’s functions 

The bureau begins its investigation of the debtor’s 
business immediately. Inventories are taken, assets 
are appraised, books are audited, and a new balance 
sheet is compiled. The bureau then calls a meeting 
of creditors, asking that independent action be with¬ 
held. The facts are reviewed, with perhaps the debtor 
present at the meeting to answer questions, and a 
definite course of action is agreed upon. General 
assent of all the creditors must be obtained if the 
bureau is to be effective. 

The bureau now proceeds to get control of the 
debtor’s estate. In doing this the forms usually re¬ 
sorted to include: 

—assignment for the benefit of creditors 
—the trust deed 
—the trust mortgage 
—the stock transfer 

By the assignment for the benefit of creditors, the 
debtor transfers all his assets to one or more trustees, 
officials of the bureau. This is effective only when the 
assent of the creditors to it is obtained, for it consti¬ 
tutes an act of bankruptcy. Three or more creditors, 
refusing to assent, may, if their claims aggregate 
$500, prevent the administration by the bureau, by 
filing a petition in bankruptcy. 

The trust deed is similar to the assignment. The 
debtor’s property is transferred to the bureau in 

3 ” 



CREDITS AND COLLECTIONS 


trust for creditors. With the adjustment completed, 
the business is turned back to the debtor. 

A trust mortgage empowers a trustee, the bureau, 
to foreclose an estate when the trustee believes the 
business is not being conducted properly. The debtor 
may continue the business as mortgagor. If no prog¬ 
ress is made, the trustee may secure control without 
delay. 

If the debtor is a corporation, control may be 
given to the bureau by means of a transfer of stock. 
An agreement is entered into whereby the bureau 
acquires ownership until the debtor’s affairs have 
been put on a sound and normal basis. 

SHARP PRACTICES 

The debtor who is in difficulties is a shining mark 
for unscrupulous attorneys and others who seek a 
profit for themselves. Such men proceed to round up 
creditors and institute bankruptcy proceedings as 
soon as they have a sufficient number of claims. 
Bankruptcy rings exist in many cities, where groups 
cooperate among themselves so that claims may be 
obtained and transferred from one to another. Often 
an attorney representing the debtor and an attorney 
representing creditors are in the same ring. The ob¬ 
ject is to get control of the estate. 

Fee splitting, although frowned upon by the law, 
is not unknown. Unneeded receivers, marshals, ap¬ 
praisers, auctioneers, accountants, clerks and other 
assistants may be applied for. In the sale of assets 
there may be unjust manipulations and ridiculously 
low prices. Excessive fees are applied for and ap- 
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proved. Dishonest composition settlements may be 
effected. 


a protection against sharp prac¬ 
tices y it is recommended that you cooperate 
with other creditors through the regular 
adjustment bureau. It is skilled and prop¬ 
erly organized and operates for your 
interest. 
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^ ^ VV HEN your debtor is 
insolvent, you can protect your interest best by 
cooperating with other creditors. Settle the 
difficulties out of court if possible. In accordance 
with the character of the debtor, consider these 
methods of straightening out his affairs: 

Where he probably can pay eventually, grant 
him an extension agreement, providing for 
payment by installments. 

Where he will be able to pay only a part, 
enter into a composition agreement. 

If he seems helpless, but something appar¬ 
ently can be saved, let him make an 
assignment for the benefit of creditors. 

If it is necessary to have general protection 
during a moratorium, consent to an equity 
receivership. 

If resort to bankruptcy is necessary, then act 
promptly to protect your rights as a 
creditor. 


♦ ♦ ♦ ♦ 
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Ownership T^roblem 


Y our company in Atlanta has sold a 
truckload of perishable merchandise 
to the Smith Company of New York. 
After the shipment has been placed in 
the hands of the trucking company, a 
common carrier, but before delivery to 
the Smith Company, you learned that 
Smith was insolvent. You notified the 
carrier to stop delivery. Later you sold 
the merchandise to the Jones Company in 
Baltimore at a loss of $200. After the sale 
the Smith Company learned that delivery 
had been stopped and tendered you the 
purchase price of the merchandise. 

Who owns the merchandise ? 

Has the Smith Company any claim 
against you ? 

Have you any claim against the Smith 
Company ? 

{See Solution on page 328.) 
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Collection Aids 


I N SPITE of all your efforts to operate conserva¬ 
tively, if you do business on a credit basis you are 
almost certain to have some losses occur through the 
inability of some of your customers to pay. Knowing 
this, you try to include in your selling price a sum 
which, when averaged over all sales, will compensate 
you for the losses. 

To eliminate the risk as far as possible, however, 
you may take out credit insurance. Its value to you 
lies in the fact that credit losses are not always normal 
and cannot be predicted accurately. Credit insurance 
is for abnormal bad debt losses. 

While there are many different forms of policies, 
most of them can be divided into two groups: 

—general coverage policies designed to cover 
all insurable risks 

—approved policies under which a single ac¬ 
count or any selected number of accounts 
may be insured 

With credit insurance, the insured always bears 
a part of the loss. The coinsurance clause is usually 
10 per cent and may be higher. The purpose of the 
insurance, you must remember, is not to insure your 
profits, but to indemnify you against extraordinary 
loss. 
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CREDIT INSURANCE 

You may carry as much insurance as your judg¬ 
ment dictates. Coverage on a single account, how¬ 
ever, is subject to the limitations fixed by the 
indemnity company through the ratings of the various 
mercantile agencies. Both the cost of insurance and 
the amount of the coverage of single risks are based 
upon the capital and credit ratings of the various 
agencies. Coverage on accounts with second credit 
ratings is less than on accounts with like capital but 
with a first credit rating. 

No loss is covered by the policy unless the debtor 
to whom the goods are shipped is rated in the latest 
rating book of the agency selected. If the customer’s 
name is not in the latest rating book, then a report 
published within 4 months prior or subsequent to 
the shipment determines the coverage. 

As the insured, you must bear the normal loss be¬ 
fore any of the provisions of the policy become effec¬ 
tive. This is the loss that experience has indicated 
may be expected each year. It is determined by a 
seemingly complicated series of calculations. 

The premium, or cost, of the insurance is calculated 
on the coverage of the various ratings of the mercan¬ 
tile agency selected, the sales volume, and additional 
charges for special privileges or business hazards. 
Usually the policy is written on a i-year basis, never 
for less. Computation of the premium is somewhat 
technical, but, in general, the premium should not 
exceed H per cent of the sales volume if the coverage 
you desire is normal. The policy defines insolvency 
exactly but broadly. 
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The single credit account policy differs from other 
policy forms in that each risk covered must be ap¬ 
proved by name by the insurance company and a 
separate premium rate is designated for each debtor. 
It is available on accounts from $i,ooo up. Its ad¬ 
vantage is evident. You may wish to sell a certain 
customer large amounts. His credit reputation might 
be excellent, but the amount is such as to cause you 
uneasiness, and so, through insurance, you buy a 
feeling of security. 

Whether or not to take out credit insurance is a 
matter that calls for careful consideration of the 
circumstances of your own particular business. Does 
insurance afford adequate protection ? Is it too costly ? 
If you are selling relatively few accounts, and if, there¬ 
fore, the risk is inadequately distributed, it may be 
advisable to have such risks underwritten. You prob¬ 
ably need it if you are not firmly established, for 
abnormal losses might threaten your existence. 

If, however, your company is strong, and if your 
risks are diversified, you may prefer to set up a con¬ 
tingent reserve equivalent to the premium you would 
have to pay. Such a reserve probably would be 
sufficient to offset abnormal losses over a period of 
years—^provided your credit department is handled 
efficiently. 


GUARANTY AND SURETY 

Sometimes you may seek to strengthen a credit 
risk by getting another person to be answerable for 
your debtor’s obligation. Such effort is a contract of 
guaranty or surety^ as the case may be. A surety is 
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a person who is bound with the principal upon the 
oHginal contract and in the same terms; a guarantor 
is bound upon a collateral contract to make good 
in case the principal fails. 

It is important to you to know whom you can hold 
as a guarantor. Only those who may legally contract 
may enter into this form of contract. Married women 
in most states may not become guarantors. A partner¬ 
ship may guarantee in the furtherance of its own 
business, but one partner cannot bind the firm in an 
accommodation guaranty. A corporation cannot 
guarantee the liability of others, except in the ordi¬ 
nary course of its business or if it receives the proceeds 
of the paper it guarantees. 

In the absence of specific authority, a bank ordi¬ 
narily cannot become an accommodation indorser or 
a guarantor. If, however, a guaranty is necessary to 
protect the bank’s own rights, or if the guaranty is 
incidental to the purchase and sale of commercial 
paper, it is binding in favor of the bona fide holder 
of the instruments so indorsed. 

State laws vary widely with respect to guaranties, 
but the following principles apply generally and 
should be observed: 

—^The guaranty cannot be enforced unless it is in 
writing. 

—Guaranties are always construed by the courts 
strictly in favor of the guarantor. 

—Guaranties are not good unless there is a con¬ 
sideration. It is advisable to have this con¬ 
sideration stated. 
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—Guaranties should always be dated; the date 
may be important in establishing the reality 
of the consideration. 

—^Any agreement between the creditor and the 
debtor to vary the terms of the sale or con¬ 
tract, without the consent of the guarantor, 
releases the guarantor. 

—^An agreement with the debtor to extend the 
time of a guaranteed account, without the 
guarantor’s consent, releases the guarantor. 
To guard against this, either secure the guar¬ 
antor’s consent, or have the contract waive the 
requirement. 

—^The death of a guarantor has the same effect 
as an express revocation of the guaranty. 

If possible, have the guaranty in such 
form that the guarantor waives a num¬ 
ber of his rights. Otherwise you must he 
alert to see that no act or circumstances 
weaken the credit by releasing him. 

THE NATIONAL ASSOCIATION 

In credit work you do not stand alone. To a great 
extent your success is dependent upon the success 
of other credit men operating in the same industry, 
and, because there is an interlocking of industries, 
there is a common interest among all credit men. 
All, working together, can raise the standards imposed 
upon buyers. Cooperation not only is desirable, but 
in some circumstances, such as insolvency, it is 
necessary. 


3*0 



• 4 k YOUR debtor is honest 

and deserving, and if you are fair with him, it 
may be possible to develop him into a good cus¬ 
tomer once more. Neither your interest nor the 
debtor’s, however, will be served if you permit 
the adjustment to be managed by an unscrupu¬ 
lous person who seeks only a profit for himself. 
Matters can be handled far better by the adjust¬ 
ment bureau of the National Association of 
Credit Men. 

The bureau will make an investigation of the 
debtor’s affairs, submit to you a complete 
report, and begin a method of adjustment. 

If the assets are merely frozen, a plan of 
liquidating them will be worked out. 

If the insolvency is not too serious, a settle¬ 
ment may be arranged. 

If the concern is hopeless, a friendly liquida¬ 
tion of the assets may be made. 

If a receivership is to be appointed, it should 
be the bureau. 

Cooperate with other creditors through the 
bureau, remembering that the bureau can be 
effective only if all creditors agree on a course 
of action. 

♦ ♦ ♦ ♦ 
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Appendix 

Solutions to Credit and Collection Problems 




A Payment Problem Solution 

If there is a dispute over the amount due, you may not 
accept a check sent in full of account and then sue for the 
balance. You may return the check and sue for the amount you 
claim, or you may accept the check in full payment. 

If there is no question whatever as to the amount due, the 
general rule, except where modified by statute, is that you 
may accept the check for a less amount than you claim, even 
though it is marked “In full of account,’^ and may then move 
to collect the balance. 

A Discount Problem Solution 

By borrowing $3,000 from the bank your customer would 
pay $180 interest. If he were to use that $3,000 to take all 
discounts, he would save 2 per cent of the total purchases 
of $30,000, or $600. His net saving, deducting the $180, 
would be $420. This is in reality an additional profit of 7 per 
cent on his net worth of $6,000 over the profit he now is 
making by turning over his capital. 

A Departmental Problem Solution 

The prospective customer is a decidedly poor risk, and, in 
the absence of mitigating factors, credit should be refused. 
Sales in the period studied showed a profit of only $2,250, and 
these were more than offset by bad debts of $3,000. Such busi¬ 
ness as there was had been transacted at a net loss of $750, 
or }/'2 per cent. Resale of the goods by your customer never 
would lead, on that basis, to redeeming the credit. 

A New-business Problem Solution 

The salesman’s suggestion should have your approval. The 
risk is a good one, largely because of Smith’s character. His 
long service in the grocery business and his previous position 
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indicate his experience, his savings of $2,000 show his frugality, 
and his buying the store shows his enterprise. 

The fact that he has no financial obligations and the absence 
of competition are good indications of his capacity to make 
money and to repay. That he sells for cash suggests that he 
probably will have the money in hand each week, when your 
salesman calls, to pay for the previous week’s order. 

An Exchange Problem Solution 

Inasmuch as the group is a small one, no elaborate system 
is necessary. Direct contact is feasible. In order, however, that 
no essential items may be overlooked, as well as to have each 
member receive the same information, it would be well to 
have a standard form of report. 

This report might consist of a single sheet for each name to 
be cleared, with a list of answers to such questions as the 
following: 

How long sold } 

Date of last sale ? 

Highest recent credit ? 

Amount owing ? 

Amount past due.? 

Unfilled or first orders.? 

Terms of sale ? 

When payment usually is made.? 

Unsatisfactory practices.? 

Comments.? 

Regular weekly luncheon meetings probably could be held 
successfully. For these occasions, lists of debtors could be 
prepared and circulated in advance so that each member 
would be prepared to disclose the experience of his house. 

An Investigation Problem Solution 

Dear Mr. Willoughby: 

Thank you for your letter of June 16. As you suggested, we 
have written to the mercantile agencies, but they tell us their 
information does not include a financial statement. 
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A request for a statement is standard procedure with us 
when considering the increase of credit to a substantial amount. 
To make an exception, even in the case of an old and valued 
customer, would not be fair to our other customers who 
have sent us their statements as evidence of their good 
faith. 

Our practice of asking for a statement is based on our sense 
of cooperation with the customer. Our relationship is akin to 
a partnership, with both of us investing capital in the same 
enterprise and both dependent upon that enterprise for the 
safety of the investment. 

That the statement helps fix the amount of credit that can 
be used prudently is obvious. With credit firmly established on 
recorded facts, each of us can proceed with greater confidence, 
and we shall be in a position to give you greater cooperation 
and service. 

For your convenience we are enclosing a blank form which 
provides for all the essential data. The information you give 
us is, of course, for our own use and will not be divulged. 

Yours very truly, 

John Smith 

Smith Jones & Company 

An Analysis Problem Solution 

The Green Company; it has the greater current assets. This 
conclusion is arrived at by taking into consideration the 
potential value of the merchandise. Assume that the markup 
in each case is 50 per cent. The $10,000 in merchandise in the 
case of the Brown Company would represent $15,000 in 
receivables, making the total current assets $33,000. 

With the Green Company, the $15,000 in merchandise would 
represent $22,500 in prospective receivables, which would 
raise the current assets to $35,500. 

This reasoning, of course, leaves out the very important 
element of business expense, which would affect the result 
materially. 
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A Collection Problem Solution 

Some decisive action is necessary. With the customer 
apparently headed for bankruptcy, there is little practical 
advantage in making any sacrifices to retain his good will. 
The bill must be collected promptly if it is to be collected at all. 

Letters having failed, an effort should be made to collect per¬ 
sonally. Further promises should not be accepted. Action at 
law should be threatened, and if this does not produce results, 
the attorney should be instructed to start suit. 

An Ownership Problem Solution 

The Smith Company owns the merchandise. Your right as 
an unpaid seller entitled you to regain possession, but not 
title, which already had passed to the Smith Company. 

The Smith Company may recover from you for any loss it 
sustained because it owned the merchandise and tendered 
payment promptly. 

You have no claim against the Smith Company. 

A Guaranty Problem Solution 

In the circumstances you cannot hold Smith for three 
reasons: the guaranty is not in writing, the transaction was 
completed before the guaranty was made, and there is no 
consideration. Reducing the statement to writing would still 
leave the second and third objections and would not make the 
guaranty effective. 
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Ability, customer’s, i88 
to pay, 11 

Abnormal losses, 316 
Abuses of credit, 13, 71 
Acceptability, general, 21 
limited, 22 

Acceptance, drawee’s, 39 
trade, 191 

Accommodation indorser, 319 
Accountant, information through, 
168 

responsibility of, 192 
Accountants’ statements, 183 
Accounts, changing, 158 
Accounts payable, 195 
Accounts receivable, 190, 246 
Accrued liabilities, 198 
Acid test, 223 
Acts of bankruptcy, 297 
Adjudication of bankruptcy, 299 
Adjuster, 266, 291 
Adjustment bureau, 307, 321 
functions of, 3x1 
Advances, 206 

Advantages of credit interchange, 
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Advertising indebtedness, 275 
Agencies, collection, 268 
mercantile, 125, 172 
specialized, 138 
use of, 127 
Agency contract, 128 
^Agency reports, 65 
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Aids to collection, 316 


Ambiguities, 157 
Amount owing, 151 
Analyses, 6, 63, 65, 227 
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of financial statement, 185 
of information, 171 
of risk, 169 
Analysis problem, 236 
solution, 327 
Analytical reports, 136 
Antagonism, 98 
Antecedent report, 76 
A.O.G. (arrival of goods), 85 
Applicant’s statement, 70 
Appraisal, of inventory, 191 
of note, 28 
Aspects of credit, 4 
Assets, condition of, 193 
fixed, 220 

Assignment, for creditors, 293, 31 
of receivables, 205 
Associations, credit, 75 
Attachment, writ of, 286 
Attorneys, 268 
lists of, 166 
reports by, 165 
Ayres, Milan Lee, 73 
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Bad check laws, 36 
Bad debts, 280 
Balance, cash, 189 
Balance requirement, 55 
Balance sheet, 185 
ratios, 222 
Balancing credit, 68 



CREDITS AND COLLECTIONS 


Btnk» services of a, 54 
Bazik deposits, 22 
Bank information, 70, 158 
Bank notes, 22 
Banking credit, 49, 51 
Bankruptcy, 211 

Bankruptcy Act, 212, 289, 296, 303 
Bankruptcy officials, 300 
Bankruptcy rings, 312 
Banks, 173 

Beveridge’s composition theory, 16 

Bill of exchange, 22, 38 

Bill of lading, 41 

Bills payable, 196 

Black lists, 274 

Blank forms, 177 

Blank indorsement, 27 

Bonds, 22, 30, 199 

Book account, 23 

Book orders, 22 

Borrowers, bank, 158 

Borrowing on open market, 60 

Brokerage, note, 59 

Brokerage commission, 59 

Bulk sales laws, 288 

Bullock, quotation from, 5 

Bureau, Credit Interchange, 146 

Bureau cases, origins of, 310 

Bureau report, 75, 169 

Business classification, 149 

Business conditions, 15, 105 

Business cycles, 15 

Business movements, iii 

Business ratings, 132 

Business reporting services, 19 

Buying and paying habits, 147 
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Cancellations, 283 
Capacity, 105, 109 
Capital, 105, 109, 188, 201 
and credit, 7 
Capital goods, 79 
Capital investment, 221 


Capital range, 132 
Capital stock, 201 
Cash customer, 66 
Cash discounts, 85 
system of, 29 
Cash item, 189 
Cash terms, 83 

C.B.D. (cash before delivery), 82 
Cashier’s check, 36 
Certification, accountants’, 184 
check, 35 

Character, 69, 105, 108 
Charges, discount, 206 
Charging department, 24 
Chattel mortgages, 199 
Checking accounts, 158 
Checks, 33 
travelers’, 41 

Circular letters of credit, 22 
Civil bonds, 30 
Claim, proof of, 301 
Clean letter of credit, 45 
Close collection policy, 239 
C.O.D. (cash on delivery), 83, 152 
lists, 274 

Code numbers, 76 
Coercion, 257 

Coinsurance clause, 210, 316 
Collateral, 56 
Collateral security, 59 
Collection aids, 316 
Collection department, 309 
Collection letter, 253 
Collection objectives, 238 
Collection policy, 244 
Collection procedure, 249 
Collection tickler, 248 
Collections, 237 
Collectors, 265 
Commercial bank credit, 51 
Commercial credit, 52 
Commercial credit company, 61 
Commercial letter of credit, 44 
Commercial note, 29 
Commercial paper, 57, 61 
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Commission, brokerage, 59 
Commitments, 203 
Common law composition, 292 
Common law trusts, 119 
Common size, or 100 per cent, state¬ 
ment, 228 
Common stock, 32 
Comparative analyses, 186, 216, 227 
Compensation insurance, 212 
Competition, 67, 71, 245 
Competitive dating, 82 
Completion of payment, 73 
Composition settlement, 292, 303 
Concessions, 241 
Confidence, 3, 6, 173 
Confidential information, 158, 175 
Confirmation of composition, 304 
Consumer, questions about, 90 
Consumptive goods, 79 
Contingency reserves, 200 
Contingent liabilities, 203 
Contracts, 280 
agency, 128 
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Cooperation among creditors, 147, 
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Cooperative societies, 118 
Corporation, 116 
Corporation bonds, 30 
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Credit, definition of, 3 
classes of, 49 
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Credit companies, 204 
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Damages, 284 
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Delivery of instruments, 27 
Demand for payment, 27, 39 
Deposit account plan, 72 
Deposit insurance, 34 
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Deposits, 83, 199 
Depreciation, 200 
Depression, 15, 20 
Direct contact, x 54 
Direct statements, 172 
Discharge in bankruptcy, 299 
Discount, 85, 151, 260 
bank, 54 
rate of, 59 

of trade acceptance, 40 
Discount companies, 204 
Discount house, 6x 
Discounting book accounts, 24 
Discount problem, 91 
solution, 325 
Discounted notes, 203 
Dishonest debtor, 178 
Distant points, dating for, 82 
Dividents in liquidation, 305 
Documentary letter of credit, 45 
Documents, credit, 21 
Domestic acceptances, 40 
Donated surplus, 202 
Double-name paper, 57 
Down payment, 73 
Draft, 22, 38, 262 
Due date, 27 
Dummy agency, 270 
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Dun & Bradstrcct, Inc., 126, 129, 
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Duplicate invoice file, loi 
Duplicate invoice system, 249 
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Efficiency, measurement of, 103 
Enforced credit terms, 71 
Enforcible'Contracts, 280 
Envelope, 254 
E.O.M. (end of month), 83 
Equity receivership, 294 
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of notes, 58 
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Exchange problem, 170 
solution, 326 

Exchangeability of credit, 52 
Excuses, 240 
Execution, writ of, 279 
Executors, 117 
Expense items, 233 
Expenses, 198 
operating, 147 

Experience, exchange of, 147 
ledger, 156 

Extension agreements, 289 
Extra dating, 82 
Extraordinary creditors, 197 
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Factors, 208 

False financial statement, 285 
False Financial Statement Law, 180 
False information, 178 
Federal prosecution, 179 
Federal Reserve Act, 40 
Federal Reserve Bank, 178 
Federal Reserve Board, 28, 39 
Fee splitting, 312 
Files, 100 
collection, 249 
Filing, 64 

Finance companies, 61, 204 
Finance company paper, 74 
Financial position, 112 
Financial statement, 64, 133, 171, 
182-191 
analyzing, 214 
Fire insurance, 309 
Fire losses, 309 
First orders, 151 
Fisher, Irving, 17 
Fixed assets, 188, 220, 226 
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Fixed liability, i88 
Foller, credit, 64 
Follow-up correspondence, 249 
Follow-up methods, 246 
Forecasting, 18 
Force, 278 

Forced collection, 212 
Form letters, 259 
Forms for statements, 177 
Formula for analyzing, 226 
Fraud, 285 

Fraud prevention department, 306 
Furniture and fixtures, 194 
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Garnishment, 287 
General mercantile agencies, 126 
Gentlemen’s agreements, 274 
“Good but slow,” 243 
Good risk, factors of, 158 
Good will, 96 
Goods and credit, 10 
Granted credit terms, 71 
Group exchanges, 154 
Guaranties, principles of, 319 
Guaranty, 27, 57 
contract of, 318 
Guaranty problem, 322 
solution, 328 
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Hazards, 113 

Highest credit column, 150 

Hired collector, 266 

Hobson’s theory, 16 

Holiday, legal, 27 

House collection agency, 270 
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Hundred per cent statement, 228 

Hypothecated receivables, 204 
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Inadequate capital, 241 
Income habits, 79 
Income statement, 231 
Incompetence, 241 
Independence of department, 98 
Indirect dating, 81 
Indirect statements, 172 
Indorsement, of instruments, 27 
transfer by, 51 
Information, analyzing, 171 
from bank, 158 
confidential, 159 
Information file, loi 
Information service, 62 
Information sources, 124, 143 
Inquiry letters, 160 
Insolvency, 298 
Insolvent debtor, 288 
Insurance, deposit, 34 
Installment credit, 73 
Installment plan, 29 
Installment settlements, 291 
Insurance, 198, 209 
Intangible assets, 194 
Intent in contracts, 282 
Interchange bureau report, 169 
Interchange bureaus, 145 
Interest, 198 
on bond, 31 
on delinquencies, 271 
Internal analysis, 186 
Interpreting financial statement, X71 
Interviews, 63, 65, 166 
Inventory, 191, 219 
Investigation, 63, 65, 102 
retailer’s, 69 
sources of, 70 
Investigation problem, 215 
solution, 326 
Investigator, 130, 155 
Investment, owner’s, 225 
Investment credit, 31, 49 
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Joint stock companies, 118 
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Law, resort to, 278 
Laws, bad checks, 36 

against false statements, 178 
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Ledger experience, 156 
Ledger facts, 147 
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Lcscure’s theory, 17 
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of credit, 43 
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Liability, agency, 128 
contingent, 203 
Liability insurance, 212 
Libel, 254 

Liberality of terms, 71 
Lien, judgment, 278 
unpaid seller’s, 284 
Lien security, 30 
Life insurance, 211 
Limit of credit, ii 
Limitations, statute of, 279 
Limited partnership, 115 
Liquidation, 20, 299, 305 
by assignment, 293 
Liquidity, 53, 188 
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delinquent, 274 
Loans, khidi of, 55 
Locate department, 76 
Locations, 119 
Long-term instruments, 49 
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McLeod, H. D., 4 
Macy, R. H., & Co., 72 
Mails, using, to defraud, 179 
Manager, credit, 142 
Manner of payment, 151 
Margin of profit, 53 
Market price, 193 
Markets, record of, 148 
Marshall, John, 116 
Massachusetts trust, 118 
Maturity, date of, 25 
of loans, 56 
of notes, 60 
Maturity list, 248 
Measurement, credit, 7 
Mechanical aids, 100 
Medium of exchange, 12 
Mercantile agencies, 125, 172 
Mercantile credit, 49, 77 
Merchandise, 191, 224 
Mill, John Stuart, 4 
Miscellaneous notes, 197 
Misdemeanor, 178 

Misinformation, protection from, 178 
M.O.M. (middle of month), 83 
Monthly statements, 251 
Mortgage security, 59 
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Movements, business, ill 
seasonal, 15 
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75 
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Negotiable instruments, 25 
Negotiable Instruments Law, 26, 28, 
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Net profit, 232 
Net worth, 201, 221, 226 
New account, 102 
New-business problem, 144 
solution, 325 
New customer, 156 
New York Bad Check Law, 37 
Non-negotiable instruments, 25 
Non-notification plan, 205 
Non-recourse paper, 74 
Note, debtor’s, 260 
promissory, 28 
Note brokerage, 59 
Notes payable, 196 
Notes receivable, 191 
Notice of dishonor, 28 
Notification plan, 205 

O 

Objections, answering, 174 
Objectives, collection, 238 
Officers’ salaries, 232 
One-legged rating, 135 
Open account, 24, 29, 86 
Open-market borrowing, 60 
Operating expenses, 231 
Operating reserves, 200 
Option, 51, 60 
Order bill of lading, 42 
Orders, handling, 102 
to pay, 22 
unfilled, 151 


Organizing the credit department, 99 
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Other assets, 193 
Overcoming reluctance, 174 
Overdue accounts, 271 
Overinsurance, 210 
Owner’s investment, 225 
Ownership, by trusts, 118 
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Ownership problem, 315 
solution, 328 
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Paid in surplus, 202 
Panic, 20 

Partial payments, 273 
Partnership, 114 
Past due amount, 151 
Patents, 195 

Payment, demand for, 27 
manner of, 151, 152 
partial, 273 
prompt, 176 
Payment problem, 48 
solution, 325 
Payment reminder, 251 
Penal Law, New York, i8l 
Pending law suits, 203 
Percentage of profit, 232 
Periodical inspection, 247 
Perishable goods, 79 
Personal collectors, 265 
Personal credit, 49 
Personal interviews, 166 
Personal loans, 68 
Personal references, 70 
Personal security, 59 
Plant, machinery and tools, 194 
Pledge of property, 59 
Pledge for loans, 24 
Policy, close, 239 
collection, 244 
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Preferred claims, 303 
Preferred stock, 33 
Premature dun, 252 
Premium, credit insurance, 317 
Prepaid charges, 188 
Prima facie evidence, 25 
Problems, analysis, 236 
departmental, 123 
discount, 91 
exchange, 170 
guaranty, 322 
investigation, 215 
new business, 144 
ownership, 315 
payment, 48 
protection, 277 
Procedure, collection, 249 
Profit per sale, 232 
Profit insurance, 212 
Profit making, 96 
Profit and loss statement, 230 
Promise to pay, 22, 39, 260 
Promissory note, 22, 28, 260 
Prompt payers, 243 
Prompt payment, 176, 240 
Promptness, 238 
Proprietorship, 113 
Prosecution for fraud, 179 
Prosperity, 15, 20 
Protection, of credit, 7, 178 
Protection problem, 277 
solution, 328 
Proving your claim, 301 
Proximo terms, 84 
Public credit, 49 
Purpose of loans, 56 

Q 
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R 

Range, capital, 132 
Rate of discount, 59 
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Real estate mortgages, 199 
Reappraisal, 202 
R.O.G. (receipt of goods), 85 
Receivables, 190, 217, 224 
Receivers, 300 
in equity, 294 
Recommended terms, 78 
Reconciliation, 234 
Records, of debtor, 120 
of markets, 148 
Recourse paper, 74 
Recovery, 15 
Redemption, 237 
Referee, 300 
Reference books, 132 
References, 156 
personal, 70 
Regular reports, 136 
Regular terms, 78 
Rehabilitating the debtor, 307 
Reluctance, 173 
Reminder, payment, 251 
Remittances, 248 
Renewal of note, 261 
Rent, 198 

Repayment of bonds, 30 
Repetition, 255 
Replevin, 285 
Reporters on credit, 130 
salesmen as, 162 
Reports, 131, 169 
bureaus, 75 

credit information, 149 
special, 135 
Repurchase paper, 75 
Reputation, 71, 107 
Requirements of credit man, 92 
Resale value, 73 
Rescinding a contract, 285 
Reserves, 188, 200 
Responsibility, accountant’s, 192 
Restraints of trade, 274 
Restrictive indorsement, 27 
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Retailer, questions about, 90 
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Right to credit, 68 
Risk factors, 105 
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Safety principles, 73 
Salaries, 198 
officers’, 232 
Sale of receivables, 205 
Sales analysis, 186, 216 
Sales department, 98 
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Sales slip, 24 
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Schemes, unscrupulous, 287 
Scope of inquiry, 112 
Season dating, 81 
Seasonable goods, 79 
Seasonal activity, m 
Secrecy, 177 
Secured creditors, 302 
Secured loans, 56 
Security, 56 
for bonds, 30 
Self-liquidating paper, 40 
Selling expense, 232 
Service bureaus, 75 
Services, bank’s, 54 
Settlement, composition, 303 
Sharp practices, 312 
Sight draft, 262 
Signed orders, 24 
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Solutions to problems, analysis, 327 
departmental, 325 
discount, 325 
exchange, 326 
guaranty, 328 
investigation, 326 
new business, 325 
ownership, 328 
payment, 325 
protection, 328 
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Special reports, 76, 135 
Special terms, 78 
Specialist, credit, 92 
Specialized agencies, 138 
Spread of account, 150 
Standardized forms, 177 
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analyzing, 185 
applicant’s, 70 
customer’s, 64 
financial, 133, 182 
forms for, 177 
profit and loss, 230 
Statute of limitations, 279 
Steiner, W. H., 80 
Stock, shares of, 31 
Stockholders as creditors, 31 
Straight bill of lading, 42 
Substitutes for credit, 72 
Summons and complaint, 278 
Sundry expenses, 194 
Supplementary proceedings, 212, 280 
Surety, contract of, 318 
Surplus, 188, 201 
Surplus account, 233 
Suspense debits, 193 
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Terms of sale, 151 
Theories of credit, 67 
Third party proceedings, 287 
Threats, 254 

“Through the market,” 156 
Tickler, collection, 248 
Timeliness, 256 
Title to merchandise, 281 
Trade acceptances, 22, 39, 191, 196 
Trade clearance, 76 
Trade discount, 85 
Trade information, 70 
Trade-marks, 195 
Training for credit work, 307 
Transactions, credit, 7 
Transfer, by indorsement, 51 
of stock, 312 
Transferee, rights of, 26 
Traveler’s check, 41 
Traveler’s letter of credit, 44 
Trust deed, 311 
Trust mortgage, 312 
Trust ownership, 118 
Trust receipts, 45 
Trustee, 301 
Trustee process, 287 
Tucker, quotation from, 5 
Turnover, 217 
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Undertrading, 221 

Undesirable risks, 244 

Unfilled orders, 151 

Uniform Sales Act, 288 

United States Criminal Code, 180 
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Unpaid seller’s lien, 284 

Unqualified certificate, 184 

Unsecured creditors, 302 

Unsecured loans, 56 
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V 

Values, exchange of, 10 
Voluntary bankrupt, 297 
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Wall, quotation from, 5 
Warehouse receipt, 41 
Weaknesses in book account, 25 
Wealth and credit, 7 
Where>got-where-gone statement, 
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Window envelopes, 254 
“Without recourse,” 27 
Work manual, 100 
Writ of execution, 279 
Written orders, 24 
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